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,j• ::�v 6* ABSTRACT

An evaluation of %the award fee determination process in

Cost-Plus-Award-Fee (CPAF) contracts is -conducted/in an

attempt to improve the process. Improvements are needed and

are possible. An analysis of pre-award activities and the

development and structuring cf contract elements which

influence the award fee determination process is first

conducted. These elements and activities include the formu-

lation of the base fee, determining how the award fee pool-

is used, formulating the evaluation criteria, determining

the length of the evaluation period and, development cf an

appropriate formula to compute the fee. The second step

involves contract administration functions in terms of eval-

uation and fee determination procedures. Included is an

examination UZ th PeUfaman valLuatin ard co.MPOS it- i ton
and proceedings as well as the role and authority of the Fee

Determination Official. Finally, an examination of data for

trend analysis is conducted and concludes that award fees

are generally too high. ---
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I. INTRODUCTION

A. STATEMENT OF THE PROBLEM

This thesis will focus on the evaluation of the award

fee determination process in Cost Plus Award Fee (CPAF)

contracts. The conceptual framework 2or CPAF contracts was

formed in the late 1950's and early 1960's. The Navy was

one of the first Agencies to use CPAF contracts in the early

1960's. Because the award fee determination is subjective ,

unilateral, and post performance decision on the part of the

Government, the dmount of the award fee and tLe prLcess by

which the award fee is determinea is subject to criticism

from internal Navy sources, Congress and industry. An

attempt will be made to evaluate the dward fee determination

process to explore how it might be improved in order to

ensure the Government pays a "fair and reasonable" price.

B. OBJECTIVES AND RESEARCH QUESTIONS

The objective of this research effort is to study and

evaluate the award fee determination process in major weapon

systems acquisition in an attempt to improve the process.

12
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The research questions which, if answered, would achieve

the objective are as follows:

1. Primary question:

What are the key characteristics of the award Lee

determination process under CPAF contracts for major

weapon systems and how might this process be

improved?

2. Subsidiary questions:

a) What are the basic concepts and assumptions in the

award fee determination process?

" b) What are the key criteria used to evaluate

contractor performance and how have these criteria

been utilized?

c) 'What are the significant issues and problems in

contractor performance evaluation?

d) What guidelines A.re used by the Fee Determination

Official in determining the qauality of contrac-

tor's performance and amount of award fee?

;L; I What input does the contractor have in the award

fee determination process?

f) What modifications should be made to improve the

fee determination process?

g) How are funds utilized which remain in the "award

fee pool" after the award fee determination deci-
sion is made?

13



h) The amount of the award fee is limited by the size

of the award fee pool. In measuring the award fee

as a percentage of the award fee pool, what

trends, if any, are evident?

C. SCOPE

This thesis will evaluate the award fee determination

hiprocess and award fee concept as used with CPAF contracts in

major weapon systems acquisition within the Departmentofl"

the Navy. While many topics could be discussed concerning

CPAF contracts, this thesis will focus only on the award fee

determination process in structuring the award fee in the

CPAF contract and in the nrcper administration of the

contract. This process will he examined in detail in an

attempt to make recommendations for improving the process.

D. STUDY 11MITATIONS AND ASSUMETIONS

The research will be limited by the accessability of

data available from the academic environment, Naval Materiial

Command, Naval Air Systems Command, Naval Sea Systems

Command, and the willingness of private contractors to

cooperate.

The following assumptions have been made in the research

process:

14~



1. That the original decision to use a CPAF contract was
proper and that the contract tpe for the the partic- LIM

ular situation used is not to be addressed.

2. That the contracts selected for examination are

representative of the total CPAF contract population. .

3. That the findings and recommendations are appropriate

for other Agencies to ccnsider and are not strictly

Navy oriented.

E. METHODOLOGY

The literature concerning the development and use of

award fee contracts, specifically CPAF contracts, is exam-

aiJed ill ti •LUJ-- invas. . ou s for this literature vere

General Accounting Office audit reports, Defense Logistics

Studies Information Exchange, Air Force Business Research

Management Cent -r, Naval Postgraduate School library, and

the Administrative Sciences Department library.

Interviews were conducted and data obtained from

"personnel in the following positions and for the following

purposes:

1. Fee Determination Officials to examine the decision I
making process used to determine the amount of the

award fee, management of the award fee pool, review -

inputs received from Performance Evaluation Board

. . . . . . - - - - - - - - - - - - - - - - - - - - - - - -



meal'ers, and gain insight into the degree of accert-

ance of the award fee contract.

2. Members of Performance Evaluation Boards to examine

their level of acceptance and assumptions inherent in

th.e award fee process.

3. Contract policy staff members at the Assistant

Secretary of the Navy and Naval Material Cccmmand to

evaluate ýzajor factors, characteristics, and basic

concepts of the award fee process.

4. Contractor representatives to gain insight into

contractor's views toward the award fee process.

Data from eighteen CPAF contracts representing four

different Project Offices was obtained foL ceview and anal-

ysis. The approximate total cost estimate for these

eighteen contracts exceeded $2. 271 billion. These data were

provided to the researcher hy evaluation period, and

included the amount of funds available in the award fee pool

to be awarded during the evaluation period and the amount

actually awarded. Included in the eighteen contracts were

117 individual evaluation periods from which trend analysis

will be conducted.

16_
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F. OEGANIZATION

The first half of this research effort is designed

around what is av".ilable in the literature. Chapter II

presents some historical backgrcund of CPAF contracts; the

conceptual framework as seen in the literature covering the

elements of an award fee contract, the evaluation criteria,

and the award procedures; foll.cwed by tne applications and

advantages as well as disadvantages of CPAF contracts.

Chapter III is designed to give the reader some background

on using profit as a motivational tool. If award fee

contracts are intended to motivate the contractor, then it

behooves Contracting Officers and others interfacing with

the contractor to understand the driving forces which moti-

vate the contractor.

The second half of the thesis resulted from conducting

interviews and gathering data from the various individuals

contacted. Chapter IV addresses the concerns and elements

used when structuring a CPAF contract. These are pre-award

concerns which the Project Manager and Contracting Officer

would want to address in formulating the contract and

submission for a pre-business clearance. Such elements as

the base fee, award fee pool, evaluation criteria, evalua-

tion per,.od length, and fee computation formulas are

discussed. Chapter V addresses the issues and concerns

17-
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involved with administering CPAF contracts. Items o0-1,

interest include the Performance Evaluation Board composi-

tion and proceedings, as well as the role and authority of

the Fee Determination Official. Chapter V concludes with an

examination of trend analysis of award fees from data gath-

ered during the course of research interviews.

Chapter VI is designed to summarize the research by

reach-ing conclusions, making research recommendations,

responding to the research questions, and making recommenda- ...

I tions for further study.

"i ,

I
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II. BACKGROUND AND COKCEPTUAL FRAMEWORK

A. INTBODUCTION

The Cost-Plus-Award-Fee (CPAF) contract is a member of

the family of cost-reimbursable contracts with special fee

provisions. CPAF contracts are characterized by the unigue

method in which the amount of the contractor's fee is deter.

mined. Generally, an award fee is an incentive that can be

paid by the Government to a contractor. The objective of

the award fee provision clause in a contract is to encourage

the contractor to suipass the minimum acceptable performance

standards established for certain areas that are described

by what is referred tc as the "evaluation criteria." A CPAF -*

contract provides a means of applying an incentive to

contracts which are not susceptible to a finite measurement

of performance necessary for structuring xost incentive

contracts, and as such, requize a subjective evaluation.

The fee established in a CPAB contract consists of two

parts. The first part is a base (or fixed) fee. Award fee

guidelines allow the contractor to receive a base fee which

does not vary with contract performance. The size of the

base fee will be discussed later in this chapter. An award

19
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fee contract also provides for a maximum fee. The differ-

encc between the maximum fee and base Lee is referred to as

the "award fee pool." The amount of the :0ooi awarded to the

contractor is contingent upon the level of contractor

performance during a pre-specified performance period,

usually three to six months. This award amount is intended

to provide motivation for the ccntractor to excel in various

areas of contract performance such as quality, timeliness,

ingenuity, and cost effectiveness. The amount of award fee

awarded to the contractor may he all that is available in r

the award fee pool or only a Fart of that which is avail-

able. The exact amount is based upon a subjective evalua-

tion of the (,Llalitv nf the contractor's performances judged

on the basis of criteria originally included in the

contract. The award fee is determined by the Government
I- .

representatives in a unilateral decision, which is Lot

subject to the Disputes Clause of the contract [Ref. 1].

The purpose of this chapter is to introduce this rela-

tively new type of contract hy reviewing the historical

background, the conceptual framework necessary for struc-

turing a CPAF contract, situations/conditions under which A
CPAF contracts are appropriate for use, and advantages and

disadvantages of CPAF contracts.

r~
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B. HISIORICAL BACKGRCUND

Variants of award fee provisions were first implemented

in Federal Government aircraft maintenance and overhaul

contracts during the late 1950"s [Ref. 2]. During the

period 1958 through 1961, Professor Frederic M. Scherer, of

Harvard University, participated as a faculty team member in

the Weapons Acguisition Research Project which was commis-

sioned by the Ford Foundation to explore the relationship

between industry and the Government in weapon systems acqui-

sition. Professor Scherer was the first to publish recom-

mendations for the use of "After the Fact Evaluation in

Profit Determination" in 1962. It was his belief that award

fcc provisions would be particularly useful in the research

and development (R & D) phases of major systems acluisition

programs where determining costs, product quality, and

schedules in advance of performance was difficult [Ref. 3].

As such, in this researcher's o~inion, Professor Scherer may

well be considered the "father of CPAF contracting."

In addition to Professor Scherers' work, several other

Sindependent planning actions were considering the use of

award fee contracts durinn 1961 and 1962. Botii the Navy and

National Aeronautics and Space Administration (NASA) were

negotiating award fee contracts in. 1962 [Ref. 661. NASA is

actually credited with being the pioneer in CPAF

7-7
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contracting. The Navy's logistic support contract for oper-

ations at Kwajalein Island, effective in July 1962, combined

a cost-plus-incentive-fee (CP IF) arrangement for cost

control with an award fee provision for a subjective evalua-

tion of staffing control, personnel turnover, and quality of

performance [Ref. 5]. On 1 March 1964, the U.S. Navy

Purchasing Office, Los Angeles, awarded the Navy's first

"pure" CPAF contract for operation and maintenance of

instrumentation systems and test range facilities [Ref. 6].

In addition to the Navy, NASA also played an active

role in the development of CPAF contracts. The Goddard

Space Flight Center first negotiated a CPAF contract

covering operation, maintenance, and engineering services

for the Mlercury Manned Space Flight Network. Although this ft

was the first CPAF contract negotiated, it did not become

effective until 1 January 1963. NASA's first CPAF contract

to actually be awarded was dated 1 October 1962. This

contract was negotiated by the Space Nuclear Propulsion

Office, Cleveland, Ohio, and covered research and develop-

ment efforts for a Nuclear lowered Rocket Engine(NERVA)

[Ref. 7].

'the Armed Services Procurement Regulation Committee

originally approved the use of CPAF contracts for experi-

mental purposes within the Department of Defense (DOD) in

1963 [Ref. 8]. It is not clear to the researcher how the

22
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Navy was able to award a ccntract for the support of

A Kwajalein Island with award fee provisions in 1962; it may

have been an individual Armed Services Procurement

Regulation (ASPR) authorized deviation with the ASPR

committee later deciding to allow a class deviation for

everyone on an experimental basis, however support for this

theory could not be found. At first, use of CPAF contracts

were thought to be viable only in level-of-efrort type

contracts; with the first five applications of CPAF

contracts under the test used for procurement of technical,

engineering, and support services [Ref. 9]. The Navy

expanded use of CPAF contracts within two and one-half years

following the test approval to include the procurement of

research and development, naval architectural design, and

construction [Ref. 10]. The researcher believes that this

expansion by the Navy of CPAF contract use into the area of

research and development may he directly attcibutable to

Professor Scherer's earlier work in this area.

During the first four years of experience with award fee

provisions, a total of 140 DOD and NASA cortracts, valued in

excess of $1.1 billion, were awarded to nearly 90 civilian

contractors [Ref. 11]. While NASA and all DOD Agencies

(Departments of the Army, Air Force and Navy) used CPAF

contracts in the early years, the Navy and NASA appeared to

"be the pioneers and made the most extensive use of this

contract type.

23



The CPAF contract is gaining acceptauce within both the

Government and industry. During Fiscal Year (FY) 1982, CPAF

contracts were used in one--half of one percent of all DOD

contracts in excess of $10,000, which also represents 3.5

percent of net dollar value of FY 1982 contracts.

Additionally, in FY 1982, CPAF contracts represented 7.4.

percent of the net dcllar value of all Navy contracts. CPAF

contracts as a percentage of total numbers of contracts in

excess of $10,000 used by the Navy was 1.5 percent in FY1982

(Ref. 12]. The' differences between the percentages indi-

cates that the award fee contracts represented a larger

dollar value than the average ccntract.

According to the DOD and NASA Incentive Contractinj

Guide, "the objective of an incentive contract is to moti-

vate the contractor to earn more compensatioL by achieving

better performance and contzolling costs" [Ref. 13]. The

NASA Cost Plus Award Fee Contracting Guide indicates that

experience has shown that CPAF contracts have generated

tangible beneficial and motivational responses, both from

Government and industr,. Communications, in particular,

have become more effective between the Government and the

contractor. in addition, the CPAF concept has demanded and

has resulted in improved definition of tasks (Statement of

Work) ; both Government and industry have used CPAF proce-

d•ires as management tools to communicate to supervisory,

administrative, and opeuating levels [Ref. 14].

24
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Since its conc eption in thie late 1950's alid early

1960's, use of the CPAF concept has grown to represent a

powerful management tool. The researcher believes that the.

increase in use of CPAF contracts, to 3.5 percenu of the net

DOD dollar value for FY 1982 contracts, indicates that

industry has begun to accept. the subjective evaluation

process inherent in the concept.

C. CONCEPTUAL FRAMEWCRK

Vow that we have examined historical development, how is

a CPAF contract structured?

1. Elements of an Award Fee Contra.)ý

In its simplest form, a CPAF contract will contain

the following elements: estimated cost, base fee, maximum

fee, award periods, and evaluation criteria. r

Estimated costs shou].u be negotiated on a fair and

equitable basis between the Government and contractor, and

should piLe.-eaL the L -•t e.•iwaLe of whaL actual costs wiLl

hbe upcia completion of performance. Estimated costs are

analogous to target costs in a CiII contract.

The base fee is the minimum dollar amount of f~ee

that a contractor can earn on a CPAF contract and may in

fact be zero. The base fee is designed to provide the

.* . . . . . .
. , _. ....
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contractor with an adequate fee for per.tarming to the

minimum standards. As such, the base fee is synonymous with

the minimum fee on a CPIF contract. However, thýý DOD

Supplement to the Federal Acquisition Regulations (F AE)

limits the amount of the base fee to three percent of esti-

mated costs rRef 26].

As mentioned earliera the difference between the

base fee and maximum fee is called the award fee pool and is

that amount available for awacd to the contractor on the-

basis of the results of periodic evaluations. The award fee

pool should be allocated to the evaluation periods in

proportion to the level of effort expected to be required

during each period.

The maximum fee can be described as the base fee

plus the amount in the award fee pool. The conrtrolling I
requirement limiting the size of the maximum fee is the

regjulatory limitation that this fee will not exceed the

statutory limitation on cost reimbursement contracts;

Lamely, 15 purceaL of tai:,jet (es-imted) costs for -sc-c
and development efforts, six percent for architectural or

engineering services related to public works functions, and

10 percent for all other types cf contracts [Ref. 27]. This

means that if the minimum fee is established at thfee

percent (the maimum allowed)a, then the award fee amount is

limited to 12 percent of estimated costs for research and
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development efforts, three percent for architectural or

engineering services, and seven percent for all other types

of contracts.

The award periods must be long enough to cover

sufficient wcrk to enable a reasonable base upon which to

develop the evaluation, but shcrt enough to allow feedback

to the contractor during performance. An evaluation period

of three months may be too short to justify in that the

increased administrative effort necessary to make the evalu-

ations becomes too much of an administrative burden. An

evaluation period of a four or six month length may be more

appropriate.

L2stablishinq the 'Evalutio-C rit

The evaluation criteria and standards for making the

award are the basis for the ultimate award. The evaluation

criteria set forth the elements of the contractor's perform-

ance which will be used bI the Government in determininq the

awa-rd apmounrt The greatest challenge with a CPAF contract

lies in the quality of the evaluation criteria structure and

the rating plan. The importance of a well-.defined, well-

written evaluation plan cannot be over-emphasized. The

evaluaticn criteria should identify the weighting of various
factors and include guidance as to the level of performance

required for specific rating levels. The DOD Supplement to
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the FAR requires that the evaluation criteria be included in

the contract [Ref. 28].

While the evaluation criteria must be fully under-

stood by the contractor, the selection of criteria is not a

subject of negotiation in some agencies. The final selec-

tiou is a unilateral decision by some Government Agency

negotiators (Ref. 29]. The advantage of the unilateral

issuance of evaluation criteria is that they can be changed

by the Government during contract performance if it becomes

necessary, in the Government's opinion, to redirect the

contractor's emphasis.

IL general, the evaluation criteria should be fair

and reasonable measures of performance in key areas. They

should also be flexible to enahle adaptation to a changing

environment while continuing to motivate the contractor to

improve performance.

PerfoLmance criteria in award fee contracts must be,

by definition, subjective. Tc properly choose appropriate

pertormance criteria, it is necessary to aiana a thorough

knowledge of both managerial as well as technical areas of

the project.

No two evaluation and rating plans will be identical

in all respects; each must be tailored to the specific needs -

and reguiremernts. In addition, evaluation criteria should

be tailored to a limited number of key elements which are
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critical to the project's success. Examples of key elements

might include technical, quality, managerial, schedule, cost

control, and personnel utilization. Once the key elements

are decided upon, these categcries may be further divided

into criteria for evaluating the elements that make up each

performance category. The inclusion of sub-elements is also

a feasible alternative. Appendix B contains the example of

award criteria provided in DOD Supplement to the FAR,

section 16.404-2.

Because the Government is more interested in results

rather than effort, evaluation criteria should be geared to

evaluating "output" rather than "input" [Ref. 30]. As such,

the criteria selec ted must r'epresent attainable goals;

otherwise the motivation to the contractor may be lost.

There are many methods for establishing rating plans

and evaluation criteria. As mentioned earlier, no two - -

systems will be identical; a system must be selected which

best fits the requirement. The system of standards most

commonly used is the adjective-type standard rating system

which indexes a performance quality adjective and corre-['7i
sponding explanation to a percentage of the potential award

fee available during the evaluation period [Ref. 31]. While

Appendix B shows one example recommended by the DOD

Supplement to the FAR, the following is an example of an

adjective evaluation standards system recommended by NASA:

[Ref. 32]
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1. Excellent: Represents 91 to 100 percent of the
potential award fee. Performance is outstanding in most
respects, approaching the best that could be performed
by a qualified contractor. Contractor has greatly
exceeded quality, schedule, output and overall perform-
ance which would be expected of an average contractor.
Areas of deficiency are very few and relatively unimpor-
tant in nature. Contractor shows initiative in
executing job and invoking imgrovements.

2. Good: Represents 81 to 90 percent of the potential
award fee. Performance is substantially better than
standards. Contractor has mere than met all needs, has
substantially improved upon quality and schedules, has
exceeded the performance expected of an average
contractor. Areas of deficiency are relatively few and
are more than offset by areas of above average or excel-
lent performance.

3. Satisfactory: Represents 71 to 80 percent of the r
potential award fee. Performance is adeanate, overall.
Contractor has met all needs, schedule, and expectations
in a fashion which corresponds to standard performance
by a qualified contractor. Areas of deficiency are
about offset by areas of above standard performance.

4. Marginal: Represents 61 to 70 percent of the poten-
tial award fee. Performance is below the standard
performance expected of a qualified contractor.
Contractor is deficient in a significant number of
areas. Performance in other areas is generally average,
with few or no areas of above average performance. r

5. Unsatisfactory: Represents 60 percent or below the
potential award fee. Performance is deficient in
substantial areas of effort. Immediate improvement is
required in order to permit continuation of the
contract. Termination may be considered.

3:
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D. THE AWARD PROCEDURE

The award procedure is a three step process witiiin the

contracting agency which begins with Government monitors

evaluating contractor performance during the reporting

period, Generally, the people used for this task are the

technical and business personnel who are monitoring the

contractor's work on a regular basis. These people may

include the Administrative Contracting Officer (ACO) ,

Defense Contract Audit Agency (DCAA) auditor, and other

on-site representatives. These people should be knowledge-

able of the contract requirements, the evaluation criteria,

and technical areas. The goal of this part of the process

is to obtain the evaluation of the most knowledgEable

personnel in the agency on each area of the contractor's

performance. Findings of these individuals should be

consolidated into periodic reports and forwarded to an award

fee Perfcrmance Evaluation Board (PEB). The freauency of

these reports will depend on the length of the evaluation

period, but, in the author's opinion, should be either

monthly or quarterly.

Step two in this process iz a review of these evalua-

tions by the PEB. The DOD Supplement to the FAR indicates

that this step is optional [Ref. 33]. As such, considera-

tion should be given to eliminating this step on smaller,

K_
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less complex, procurements. If the PEB uere utilized, its

function would be to review all evaluation reports and

subjectively determine a performance grade for each pre-

"establisbed evaluation criterion and an overall performance

grade for the period. The DOD Supplement to the FAR has a

recommended format for a contractor performance evaluation

report which is included in AppEndix C for review [Ref. 34].

The third step is the actual award by the Award-fee

Determination Official (ADO). This individual is also often

referred to as the Fee Determination Official (FDO). If the

PEB is utilized, the PEB will forward the performance grade

and recommended award fee amount to the ADO. There are no

requirements which indicate that the recommended award fee

amount is binding oin the ADO. The ADO must either accept

the PEB's recommendation, or determine a different award fee

amount. If a PEB is not utilized, the ADO must review the

evaluation reports and determine an award fee amount. In

major contracts, the ADO would le at the management level of

the procuring activity (u.ually the P-oject cinager), wh eI

in smaller contracts, the contracting officer himself might

perform this function. Once the ADO makes the initial award

"" fee determanation, a letter report is forwarded to the

contractor providing information on the performance gradet

and corresponding award fee, and a listing of all areas of

performance improvement which, if incorrorated, may result
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in potential additional award fees in future periods

LRef. 35]. The contractor has an opportunity to rebut the

ADO' s decision by presenting evidence in his favor

[Ref. 36]. However, once the AEG (and possibly in consulta-

tion with the PEB) has reviewed the rebuttal and final award

fee determination made by the ArO, the decision is final and

not subject to dispute [Ref. 37].

B. APPLICATION OF COST--PUTS-AWARD-FEE CONTRACTS

The Federal Acquisition Regulation (FAR) and Department

of Defense Supplement to the FAR state that CPAF contracts

are suitable when: [Bef. 15 and 16]

(i) The work to be performed is such that it is neither
feasible nor effective to devise predetermined objective
incentive targets applicable to cost, technical perform-
ance or schedule;

(ii) The likelihood of meeting acquisition objectives
will be enhanced by using a contract that effectively
motivates the contractor toward exceptional performance
and provides the Government with the flexibility to
evaluate both actual perfornance and the conditions
under which it was achieved;

(iii) Any additional administrative effort and cost
required to monitor and evaluate performance are justi-
fied by the expected benefits;

(iv) Level of effort contracts for performance of
services where mission feasibilitl is established but
measurement of achievement must be by subjective evalua-
tion rather than objective measurement; and

(v) work which would have been placed under another
type of contract if the perfcrmance objectives could be

33'
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expressed in advance by definite milestones, targets or
goals susceptible ot measuring actual performance.

The FAR does not place a minimum limit on the dcllar

size of CPAF contracts. NASA uses a rule of thumb that:

F-:I [Ref. 18]

Contracts for less than $100,000 may be placed on a CPAF
basis -f the contractor is providing critical support
services or when the significance of contemplated
performance gains may far outweigh the additional admin-
istrative expense.

Although a minimum limit on the dollar size of CPAF

contracts is not imposed by DOD, the Chief of Naval Material

(NAVMAT) does indicate that "award fee contracts should not

generally be employed for contracts valued under $25

million" [Ref. 17]. Additionally, the FAR and DOD

Supplement to the FAR place the following limitations on

their use:

(i) All of the limitations in 16.301-3 are complied
with'

'A cost-reimbursement contract may be used when: (a)
The contractor's accounting sy-tem is adequate for deter-
mining costs applicable to the contract; (b) Appropriate
Government surveillance during performance will provide
reasonable assurance that efficieat methods and effective
cost controls are used; and (c) A determination and findings
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(ii) The maximum fee payable (i~e., the base fee plus

the highest potential award fee) complies with the limi-
tations in 15.903-d.2

(iii) The contract amount, performance period, and
expected benefits are sufficient to warrant the addi-
tional administrative effort and costs involved;
(Ref. 19]

(iv) The CPAF contract shall not be used as an adminis-
trative technique to avoid CPFF contracts when the
criteria for CPFF contracts apply, nor shall a CPAF
contract be used to avoid the effort of establishing
objective targets so as to make feasible the use cf a
CPIF type contract;

(v) The CPAF contract shall not be used where the
contract amount, period of Ferformance or the benefits
expected are insufficient tc warrant the additional
administrative effort or cost; and

(vi) The CPAr contract sLall not be used for procure-
ments categorized as either Fngineering Development or
Operational System Development which have undergone
contract definition, except that whret iL ma1  be more
advantageous to do so, it may be used in these catego-
ries for individual procurements, ancillary to the
development of a major weapon system or equipment, where
the purpose of the procurement is clearly to determine
or solve specific problems associated with the major
weapon system or equipment. [Ref. 20]

has been executed, in accordance with agency procedures
showing that (1) this contract type is likely to be less
costly than any other type, or (2) it is impractical to
obtain supplies or services of the kind or quality required
without the use of this contract type.

2To be discussed later in this chapter.
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It is important to note that if the cost of administra-

tion of a CVAt' contract is in Excess of any benefits which

may accrue to the Government, a contract form other than

CPAF should be utilized. The problem then becomes one of

how to measure the benefits and costs of administration;

which is beyond the scope of this thesis. In addition,

award fee provisions •hould not be used when another

contract type would be more appropriate, sdch as when evalu-

ation criteria can be objectively measured. Suzh an example

would be a CPIF contract with multiple incentives.

It has been demonstrated that CPAF contracts are partic-

ularly appropriate for use in the procurement of support
.° - -l

services generally associated with base maintenance and

operations and mission support contracts. For example, the

researcher believes that it may be a viable option to use

CPAF provisions in the contracting out of base medical

support services under Office of Management and Budget (OMB)

Circular A-76, Another example would be the operation and

maintenance of the computer center at the Naval Postgraduate

School.

As will be seen in Chapter IV, the Navy has expanded the

use of CPAF contracts into the acjuisition off major weapon

systems. The develcpment phase of major wea.pon systems

acquisition appears to be well-suited for CPAF use. This

would also represent the largest dollar applications of CPA1Z "

use.
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Although award fee provisiors are most commonly used in

CPAF contracts, use of the award fee concept is not limited .-

strictly to one contract type. Section 16.404-2(c) of the

LOD Supplement to the FAR provides some flexibility in the

use of this concept. There may be times when the

contracting officer desires to 1rovide some form of motiva-

tion to the contractor which is both objective and subjac-

tive. For example, logistic support, quality, timeliness, -6

cooperation, ingenuity, and cost effectiveness are areas

under management control which may be evaluated only subjec-

tively. A contracr. in which the majority of the fee

(profit) is subject to a Fixed Price Incentive (FPI)

arrangement and a minority is subject to an award fee

arrangement, would be termed a FPI/AF contract. A CPIF/AF

contract would be where the majcrity of the fee was subject

to a cost plus incentive arrangement with a minority subject

to an award fee arrangement.

F. ADVANTAGES AND DISADVANTAGE5 OF COST-PL US-AWARD-FEE

CCNTFACTS 0

1. Advantages

The advantages of CPAF contracts aie numerous and

varied. One advantage, identified by several interviewees,

is as a motivational management tool for both Government and
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industry resulting in improved horizontal and veLtical

communication (i.e., between Government and industry as well

as up and down all levels of t.ie corporate structure). One

Program Manager indicated that as a management tool, the

Government is more effectively able to influence the

contractor and project progress durin; the contract period.

Excellence by the contractor is rewarded with higher award

fees. Similarly, poor or substandard performance results in

lower award fees. Additionally, one Business/Financial I

Manager rointed out that depending upon how the contract is

structured, the evaluation period may be of a short enough

duration that the contractor can receive "nearly instanta-

neous" feedback on his performance. The more timely the

feedback, the better it is for the contractor because it

allows timely adjustments by the contractor. This cause-

aad-effect relationship between performance and profit can

result in the contractor making modifications to his proce-

dures to become more efficient, and hence earn higher award

fees during subsel¶uaIt vdlduatiefi perdods.

Even without Frofit as a motivator, the evaluation

itself can be a positive motivational tool. The award fee

evaluation can enhance the pride of the organization through

the managers and other employeez [Ref. 21]. Just az indi-

viduals have basic and higher order needs that must be

satisfied (i.e., food, shelter, security, self esteem), so
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too do corporations have needs. Once the firm's lower level

needs are satisfied (i.e., survival, profit, growth, market

share), prestige becomes the primary motive. The award fee

acts as a corporate motivator to the extent that it is

perceived by the firm to affect its prestige.

The award fee concept also allows for wanagement

flexibility, as pointed out by one Business/Financial

Manager. This flexibility can take several forms. Because

the amount of award fee determination is a subjective evalu-

ation, with performance being measured with predetermined

standards which keep changing, management can remain flex-

ible to take into consideration unexpected/unplanned circum-

stances while still allowing the contractor to earn up to

the maximum amount of the award fee, if appropriate. A

second form of flexibility in award fee contracts is the

Government's right to change the evaluation criteria in an

effort to redirect the contractor's emphasis. Still another

technique which provides flexihility to management is the

Government's ability to divide and assign the award fee to

various periods depending upon the milestoneL. the Government

wishes to emphasize. The amount available in the dward fee

pool need not be evenly divided among every evaluation

period. Likewise, depending upcn how the contract is struc-

tured, any award fee available in the pool which is not

awarded during a particular evaluation period, may be either

39



4

carried forward to subsequent Feriods to provide for addi-

tional contractor motivation, or lost by the contractor and-

removed from the pool. 3 The Government also has the flexi-

bility to determine the length of the evaluation periods.

However, care must be taken in making this determination.

Evaluation periods which are too short will place an unnec-

essary administrative burden on the contract administrators

and other personnel. On the other hand, in the researcher's

ojinion, an evaluation period which is too long reduces the

motivational aspects discussed earlier when the contractor

does not receive timely feedback.

NASA discovered that improved performance is not

iraited to arcao, motivatcd in thc award fee plan, but at

times extends t improvements cn other Government contracts

currently in existence within the corporation [Ref. 22].

Called the "overflow" principle, NASA indicated that, "Once

a contractor begins making decisions in consonance with the

guidelines of the contract, the results of related nonincen-

tivized contracts also improvea" [Ref. 22].

Still another advantage, in the researcher's

opinion, is that use of a CPAF contract forces the prepara-

tion of a well-defined Statenent of Work (SOW). The

3 The Navy recently restricted use of the carry forward
feature in NAVMA 1 Instruction 4280.1of 10 July 1984. This
will be furtLer examined in Chapter IV when discussing use
of the award fee pool.
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contractor, realizing that his award fee depends upon satis-

fying the desired emphasis to be placed on specific perform-

ance areas, benefits from moie explicit direction thaa he

would Lave received under a Cost-Plus-Fixed-Fee (CPFF)

contract. In developing the SOW, the contractor seeks

higher fees through better perfcrmance and the Government is

looking for the best possible standards against which to

make the reruired evaluations.

Still another advantage, for the contractor, is that

a CPAT contract provides the ability to earn higher fees.

While most CPFF service contracts earn a 7 or 8 percent fee, _

a well structured CPAF contract can provide fees from 10 to

12 pezcent for superior performance [Ref. 23]. As indicated

by a number of interviewees, this has led some people to

refer to CPAF contracting as a "give away" program.

One last advantage is that CPAF contracts can be

used by contractor management as a motivational tool for the

corporate employees [Bef. 24]. Dr. Arthr C. Keiners advo-

cates development of a system which would allow employees

working to support a CPAF contract to participate directly

in the award fee process with bcnus payments. As the amount

of the award fee increases, sa would the financial rewards

to the various employees. Such a contract would bs called

Cost-Plus-Award-Fee, Employee Participation, CPAF(EP).
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2. Disadvantages

Disadvantages for the use of CPAF contracts do

exist. Perhaps the one major disadvantage, as identified by

one Cost Analyst,is the extensive Government organization

necessary to properly administer the contract. Contractor

performance must be monitored closely by technically quali-

flied personnel who are knowledgeable of the requirement for

fairness and impartiality, the intent of the incentives, and

how evaluations will be used. They must also have the time,

motivation and guidance to prepare evaluations which are e

meaningful to both the Government and the contractor.

Evaluators must understand that their function is to eval-

uate the contractor, not become a participatory member of

the ccntractor's management team. They must also be knowl-

edgeable of the technical performance required by the

contract. If the Government does not have the necessary

resources available for commitmEnt to properly administer a

CPAF contract, some other contract type should be utilized.

This disadvantage highlights a need which is not

currently being satisfied. Numerous personnel interviewed

for this research pointed out that a formalized training

program for CPAF contracts does not exist. This is particu-

larly critical with CPAF contracts because of their uniQlue

features. Personnel working with award fee contracts must
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be trained in terms of contractcr motivation factors, evalu-

ation criteria and methods, ccntract administration tech-

nigues, potential for abuse and misuse, responsibilities of

those who monitor contractor performance and provide inputs

and testimony to the PEB, as well as other factors unique to

CPAF contracts. Structuring such a training program and

manual is beyond the scope of this thesis.

Timely evaluation is also a critical factor as indi-

cated by a number of interviewees. The Government must

conduct the evaluation, determine the amount of fee to be

awarded, and notify the contractor of the results in a

timely manner. Delays in this process will result in the

contractor losing motivation for increasing efficiency.

As will be discussed later, an award fee contract

does not have a target fee as one of its elements. Because

of this, the Government must fully fund the amount of the

maximum award fee. Failure to do so will signal to the

contractor that the full amount of the award fee is impos-

sible to attain (Ref. 25]. In an environment of tight

budgets, it is unrealistic to Expect that a Program flanager

would, or could, request additional funding an order to

reward the contractor. Failure to fully fund the maximum

award fee will also send a signal to the evaluators that the

reduced figure is what the Government really had in mind as

the maximum from the beginning. In addition, it just makes

for sound business management tc fully fund the project.
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G. CORNCIUSION

Use of the award fee concept is continuing to grow since

its conception in the late 1950's and initial utilization in

the early 1960's. The CPAF contract can be an effective

incentive technique when understood and properly applied.

However, because the evaluaticn process is subjective and

the determination of award fee amount a unilateral decision,

success of the award fee concept depends on the Government's

ability to maintain the credibility and integrity of the

evaluation process. In addition, the award fee concept

demands the active support of both the Government and

contractor personnel to properly administer the contract and

manaje the unique administrative requirements. Lack of

complete management support and the failure to maintain the

credibility and integrity of the evaluation process, quickly

reduces the effectiveness of the award fee contract.

An unbiased, fair, and reasonable measure of perzfowance

is also critical to the succe!s of the CPAF concept. The

contractor must be properly mctivated to strive for more

efficient and better performance in an effort to receive a

higher award fee. Ihe unilateral selection of evaluation -

criteria by some Government Agencies is of concern to the

researcher. In order to be "fair and reasonable" to bothf

the Government and to the contractor, the contractor should

have an input into the development of evaluation criteria.
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In an attempt to tetter understand how award fees can be

used as an incentive (or motivating) tool, it is first

necessary to recognize those factors with which the

contractor can in fact be motivated. In the researcher's

opinion, the DOD profit policy assumes that profit (or award

fee) alone is enough to motivate the contractor. Is this

really the case? Are there not other factors which can act

to motivate the contractor? These questions will be exam-

ined in Chapter III.

KU
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III. PROFIT AS A MOTIVATIONAL TOOL

A. INTOCDUCTION

The below paragraphs represent the Government's profit

policy as it currently exists in the Federal Acquisition

RegulaLion (FAR):

It is in the Government's interest to offer contractors
opportunities for financial rewards sufficient to (1)
stimulate efficient contract performance, (2) attract
the best capabilities of qualified large and small busi-
ness ccncerns to Government contracts, and (3) maintain
a Vidable lInd±UstrLiaLl Lase. --

Both the Government and contractors should be concerned
with profit as a motivator of efficient and effective
contract performance. Negotiations aimed merely at
reducing prices by reducing profit, without proper
recoqnition of the function of profit, are not in the
Government's interests. Negotiation of extremely low
profits, use of historical averages, or automatic appli-
cation of predetermined percentages of total estimated
costs do not provide proper motivation for optimum
contract -or-fnrmanC With the .. centi. n nf qt..attrv

ceilings on profit and fee, agencies shalL not (1)
establish administrative ceilings or (2) create adminis-
trative procedures that could be represented to contrac-
tors as de facto ceilings [Ref. 38].
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This policy statement is supeiemented with a Department

of Defense (DOD) statement as indicated below:

Furthermore, low average profit rates on defense
contracts overall are detrimental to the public
interest. Effective national defense in a free enter-
prise economy requires that the best industrial capabil-
ities be attracted to defense contracts. These
capabilities will be driven away from the defense market
if defense contracts are characterized by low profit
opportunities. Consequently, negotiations aimed merely
at reducing prices by reducing profits, with no realiza-
tion of the function of profit, cannot be condoned. For
each contract in which profit is negotiated as a sepa-
rate element of the contract price, the aim of negotia-
tion should be to employ the profit motive so as to
impel effective contract performance by which overall
costs are economically controlled. To this end, the
profit objective must be fitted to the circumstances of
the particular acquisition, giving due weight to each of
the effort, risk, facilities investment, and special
factors set forth (in weighted guidelines). This will
result in a gider range of prcfits which, in many cases,
will he significantly higher than previous norms
[Ref. 39].

The above policy statements indicate that it is the

Government's belief that profit is the basic motivating

force behind the contractor. There is an implied assumption

on the part of the Government that the contractor will be

properly motivated if given the opportunity to increase his

profits. The contractor, by accepting the contract, appears

to be agreei-ag with the Government.
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Brigadier General Bernard L. Weiss, USAF, recently indi-

cated that large corporate DOD contractors should be treated

as "public utilities" and implied that these corporate

giants have a monopoly over the supply of their unique

defense product while the consumer (DOD) has little if any

power over the contractor to refuse the product at the

contractor's price once Congress has authorized the program

and appropriated funds. [Ref. 40]. Furthermore, General

Weiss indicated that corporate profit goals are to attain

adequate levels, not adequate rates.

Herein lies the dilemma. Are contractors strictly moti-

vated by the "profit motive" as the Government's profit

policy implies, or are the ccntractors motivated by some

other forces? Clearly, it is the belief of Government and F

DOD policy makers that profit maximization is the prime

industry motivater for improved performance. Additionally,

it is clear that it is DOD's intention to use profits to

motivate contractor performance. The parpose of this

chapter is to explore the profit motive daUd eXdmife thusL

forces which act to motivate and influence contractor's

performance. %

To gain a better understanding of the present profit

policy, it would be helpful tc briefly examine the histor-

ical development of this policy.

r
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B. HISTORICAL PERSPECTIVE

Historically, purchasing by the Government has been on

the basis of price competition and, as such, negated any

need for a profit policy. It was felt that the competition

in the market place among independent contractors would

result in the Government receiving a fair and reasonatle

price [Ref. 41].

Cost-plus-percentage-of-cost (CPPC) contracts were used

regularly during the 1930's. A general lack of competition

resulted in an increase in the number of contracts negoti-

ated on either expected or actual costs [Ref. 42]. In a

CPPC contract, the profit or fee is determined by applying a

fixed percentage to the costs incurred. Therefore, as cos.t

increased, so did profits. If costs decreased, profits also

fell. The contractor was therefore motivated to actually

increase his costs! Responding to public pressure, Congress

passed numerous legislative actions designed to control

abuses such as CPPC contracts. For example, the

Vinson-Trammell Act of 1934 limited profits to ten percent

on Navy ships and aircraft and required audits and inspec-

tions of contractor records [Ref. 43].

The potential for contractor fraud, waste and abuse

surfaced again during World War II with a shortage of

supplier capacity, resulting in the Renegotiation Act of
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1942. This Act called for the renegotiation of both prime

and subcontzacts in excess of $100,000 and made possible the

recovery of excessive profits along with unallowable costs.

The Renegotiation Board also established profit as a

percentage of sales cn individual contracts as the measure

of profitability.

1. Initial Policy Statement

The first formalized policy statement addressing

profit appears to have been included in the Armed Services

Procurement Act of 1947 which states that for negotiated

contracts:

* 'The fee for performing a cost-plus-a-fixed-fee contract - .
for experimental, developmental, or research work may
not be more than 15% of the estimated cost of the
contract, not including the fee. The fee for perfcrming
a cost-plus-a-fixed-fee contract for architectural or
engineeri.g services for a public work or utility plus
the cost of these services to the contractor may not be F-
more than 6% of the estimated cost of that work or
project, not inclading the fee. The fee for perfcrming
any other cost-plus-a-fixed-fee contract may not be more
than 101 of the estimated ccst of the contract, not
including the fee [Ref. 44].

There were no statutory limits Ilaced on profits under fixed

price contracts, except on those which may have been consid-

ered as "excessive" by the Renegotiation Act. -"-
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A more general profit pclicy statement also appeared

in the Armed Services Procurement Regulation (ASPE) in 1947

as:

The Department of Defense must apply contracting poli-
cies and methods designed to create an environment in
which industry can realize profits on defense business
which are high enough to give reasonable assurance of
long term availability to DOD industrial support by the
best companies and to enable those defense contractors
to attract sufficient equity and borrowed capital
[Ref. i5]. na ewac

During the 1950's, the profit policy outlined in

ASPR developed into a narrative form which lacked speciiic

guidance on the relationship between profit elements to be

considered when arriving at the appro riato profit 1Pvu1 fnr-

negotiated contracts. Nine prcfit elements were identified

as:

1. Effective competition;

2. Degree of risk;

3. Nature of work to be performed;

4. Extent of Government assistance;

5. Extent of contractor's investments;

6- Character of ccntractor's business;

7. Contractor performance;

8. Subcontracting; and

9. Unrealistic estimates [Ref. 46].
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The vazied nature of these nine profit elements and amount

of subjectivity inherent in evaluating each element without

specific guidelines made the contracting personnel's task

more difficult than was necessary. The predominant factor

was the "historical rate" established on previous contracts.

Contracting officers used the above nine profit elements

only to adjust profit rates to fit specific procurement

situations [Ref. 47].

Inadequacies in a formalized profit policy continued

and became visible in the early 1960's. The Senate

Committee on Government Operations (also known as the

McClellan Committee), while investigating a DOD missile

program, found that primes and subcontractors were pyra-

miding profits and thus were leing paid unearned prcfits

[Ref. 48]. The results of this investigation and subsequent

publicity resulted in the Logistics Management Institute

(LMI) being tasked to study DOD's profit policy. The objec-

tive of this study was to:

Develop a rational, workable, uniform and eguitable
approach to target profits which will result in a wider
range of profits. The study aims to develop specific
guidelines to assist contracting personnel in arriving
at appropriate profit rates to further national and
departmental interests utilizing the profit motive of
DOD contractors [Ref. 49]).

F
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2. Weiqnted Guidclines ," "

In August 1963, the Department of Defense imple-

mented for the first time the "weighted guidelines" approach

by revising the Armed Services Procurement Regulation

[Ref. 50]. Weighted guidelines were a direct result of the

first LMI study [Ref. 51]. The guidelines were intended to

ensure consideration was made of the relative value of

appropriate factors in initial establishment of a profit or

fee objective. The evaluaticn factors to be considered

were-.

1. Contractor input to total performance;

2. Contractual assumption of contract cost risk (type of

contract, reasonableness of cost estimates, diffi-

culty of contract task)

3. Record of contractor performance;

achievement);

5. Special profit consideration (development of military

items without Government assistance) LHei. 52].

Although weighted guidelines were considered an

- improvement over prior methods and represented a new method

to determine profit, three characteristics basic to the old

system remained intact. First, assignment of the basic fee

tate was based on the personal judgement of the contracting - _

I.--
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officer. Second, the Lee rate was based on the estimated

cost of the contract. Finally, the fee rates failed to

consider the contractor investment in plant equipment or

working capital [Ref. 53]. idditionally, ASPR was again

revised to reflect the new profit policy:

It is the policy of the Department of Defense to utilize
profit to stimulate efficient contract performance....
Negotiation of very low profits, the use of historical '

averages or the autcmatic application of a predetermined
percentage to the total estimated cost of a product,
does not provide the motivation to accomplish such
perfcrmance.... The profit objectives must be fitted to
the circumstances of the particular procurement, giving
due weight to each of the performance, risk, and other
factors [Ref. 54].

Reighted guidelines dreN mixed reactions and was the

subject of a great deal of study during the 1960's and

1970's. Concern existed over declining profits, low produc-

tivity within defense industries and an erodinig industrial

base. In analyzing the results and impdct of weighted

guidelines, a RAND Corporation study in 1969 concluded that:

1. Most firms had higher targeqt fee rates after intro-

duction of the weighted guidelines approach, but

average realized fee rates ("coming-out" rates)

a, ýar to have remained about the same.
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2. The weighted guidelines method resulted in spreading

the distribution of going-in target fee rates.

3. The objective was achieved, if the goal of the method

was to increase profit cpportunities, regardless of

whether or not they were achieved, by providing

higher levels of target tees.

4. The goal was achieved, if the goal was to provide a

wider distribution of average fees.

5. The goal was not achieved, if the goal was to

increase actual fees, rather than target fees.

6. Results appear to have heen mixed and on the whole

unsuccessful, if the gcal was to raise the profit-

ability of defense investment [Ref. 55].

It appears clear trom the above discussion, in the research-

Ser's opinion, that the purpose and goals of the weighted

guidelines approach were not fully understood.

L. Profit 76 (DPC 76-3)

The last significant study concerning profit and

profit policy was called "Profit '176". Chartered in May

S1975 by the Assistant Secretary of Defense for

"Installations, William P. Clements, and chaired by Brigadier

General James W. Stansberry, the goal was to "develop any

policy revisions considered necessary to encourage private

investment in equipment and the associated reductions in
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cost" [Ref. 56]. This appears to be another way of saying

"reduce DOD acquisition costs." The study eventually led to

a change in DOD regulations entitled Defense Procurement

Circular 76-3 (DPC 76-3) [Ref. 57].

Assistant Secretary Clements and Brigadier General -

Stansberry recognized a need to conduct research to analyze

earnings and capital investments, determine contractors'

profitability in both defense and non-defense industries,

analyze contractor motivations leading to investments

designed to increase productivity and lower cost, and

finally, develop profit objectives designed to stop the

apparent erosion of the defense industrial base [Ref. 58].

The results of the study and DPC 76-3 made two major changes

to DOD's profit policy in the hopes of raising the level of

contractor facility investments for the defense industry.

The first modification allowed the level of facility invest-

ment to be recognized by the Gcvernment contracting officer

in reaching a prenegotiation profit objective. Secondly, it

pe-:uittet3 the iputed inte.est cost of the contractor's

facility capital investment, as measured in accordance with

Cost Accounting Standard 414, to be used as an allowable

cost on most negotiated contracts [Ref. 59].

In the researcher's opinion, DPC 76-3 appears to be

the groundwork for the weighted guidelines in use today.

While there have been additional changes made throughout the
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years, they have all been designed to adjust (increase or

decrease) weights assigned to various criteria used in 7

determining profit (i.e., DAC 76-23).

The same concerns which existed in the 1960's and

1970's continue to exist today. As RADH J. S. Sansone, Jr.,

SC, USN, indicated on 12 July 1984, recent research studies

have verified:

1. An eroding defense industrial base;

2. A limited surge/mobilization capability;

3. Capital investment in the Defense segment is low;

4. Productivity growth has teen very limited;

5. Profit policy (DAC 76-23) has not motivated contrac-

tors to make significant capital investments;

6. There are gereral misunderstandings of the DOD

finance policy, both within Government and the

private sector [Ref. 60].

According to RADM Sansone, the harsh realities experienced

by the U.S. industry are that operating profits have

declined while cost of capital has dramatically increased

[Ref. 60]. It is obvious that, in the researcher's opinion,

the current profit pclicy is nct as effective as originally

intended.
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C. CCNTRACTOR MOTIYATION

Profit has continued to be the driving force in

contractor motivation since the completion of the Profit 76

study in terms of a Department of Defense policy statement.

The Defense Acquisition Regulation (DAR) stated:

It is the policy of the Department of Defense to utilize
profit to stimulate efficient contract performance.
Profit generally is the basic motive of business enter-
prise. The Government and defense contractors should be
concerned with harnessing this motive to work for more
effective and econcmical contract performance [Ref. 61].

r

1. Profit Maximization

In addition to DOD's profit policy, there appears to

be a greut deal more support to indicate that profit maximi-

zation is the single most motivating factor for defense

industries. Most undergraduate and graduate level

economics, finance, and b'-iness courses are structured

around the principle that a firm's desire is to maximize

profit. As Gerald T. Nielsen indicated, "most business

oriented decision makers today have been so ingrained with

the principles of profit maximization that the concept seems

a.lmost intuitively obvious" [Ref. 62].
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Under the classical 1,yrofit maximization" assump-

tion, contractors are expected to shun lower fee effort in

favor of an arrangement that permits higher profit potential

[Ref. 63]. Dr. Peter Drucker, a strong advocate of the

classical profit motive, indicates:

Production for profit is the principle of rationality
and efficiency on which the corporation must base
itself.... And the demand that some criterion other
than profitability be used as a determinant of economic
actions rests on a misunderstanding of the nature of the
economic process... [Ref. 641]

In addition, Julius Jones and Russell Pierre, in an

Air Force Institute of Technology (AFIT) thesis found profit

to be the prime industry motivator. Profit maximization

stood out as the single most imtortant factor motivating the '

fifty defense industry firms surveyed, with sales maximiza-

tion, firm perpetuation, and attainment of certain socioeco-

nomic goals identified as additional sub-goals (Ref. 65).

Finally, the DOD and National Aeronautics and Space

Administration (NASA) Incentive Contracting Guide states:

The profit motive is the essence of incen tive
contracting. Incentive contracts utilize the drive for
financial gain under risk conditions by rewazdin•g the
contractor through increased profit for attaining cost
(and sometimes performance and schedule) levels more
beneficial for the Government than expected and by
penalizing him through reduced profit for less than
expected levels [Ref. 66].
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2. Extracontractual Motives

Contractors do not necessarily seek maximum p;rofit

on every contract. 7here exist other motivational forces,

such as concerns for follow-on business, growth opportuni-

ties, or improvement of corporate image. These are often

called 'extracontractual motivators" [Ref. 673. The U.S.

Commission on Government Procurement indicated that:

tRef. 67]

Sometimes extracontractual influences may operate in a
countervailing manner with the contractual objectives
specified in the contract. Government agencies gener-
ally accept the concept that these extracontractual
motivatorS are often beycnd the coat~i~l nf -h e-

Government.

But are they really beyond our control? What exactly are

these extracontractual motivating factors and cannot the

Government, once having identified them, use them to its own

advantage?

A study conducted by the Logistics Management

Institute (LMI) indicated that: [Ref. 68]

There is virtually unanimous agreement among managers
and aaalysts who have studied overall contractor motiva-
tion that, in the short run, contractor management does
sdcrifice short run profit on defense business in favor
of achieving:

1. company growth,

2. increased share of the industry market,
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3. a better public image,

4. organizational prestige,

5. carry-over benefits to ccmmercial business (commer-
cial spinoffs) ,

6. greater opportunity for follow-on business, or

7. greater shareholder expectations for future growth
and profit.

Furthermore, the LMI study indicated that a company will be

willing to accept a loss (or lower profit or fee) if doing

so will provide an opportunity to: [Ref. 69)

1. gain competitive advantage by engaging in develop-
mental effort in areas of potential future business,

2. acquire or retain competent personnel in scarce
disciplines,

3. spread fixed costs over a substantially broader
base, or

4. prevent a potential competitor from gaining entry to
the market

In summary, the LMZ study states: LRet. 70)

Phether management is operating in the company's
interest or for its own personal gain, it does not
attempt to maximize profit or fee on individual
contracts. It attempts to optimize among many objec-
tives, placing particular stress on those which
contribute most to maintaining or improving market posi-
tion and assuring the future strength of the firm. The
drive for profit is not absent, but is constrained by

aims which ultimately are more consequential.
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rizms do indeed have more objectives than just

profit. On any given contract, a contractor could have any

of a number of objectives in mind. All other things being

equal, a firm would tend to perform well on a contract it

had just signed. However, as Dr. Robert F. Williams pointed

out in a recent article entitled "So What Does the Defense

Contractor Really Want?", a fira has, as a higher order, its

own set ol objectives and is first motivated to maximize its

own benefit-cost ratio [Ref. 71]. A firm may for example,

find this ratio higher for the performance of one contract

than for a second contract in its plant at the expense of

the second, or it may find that completing a Government-

contract could threaten its survival.

Dr. Williams' study indicated that Government

personnel per-eive the order of importance of defense indus-

trial contractor objectives to be (in the order indicated) -k.

profit on sales, company survival, impr.ovkd cash flow,

development of dominant industry position, and return on

ihvestlueLt. These objectives were followed by company

growth, providing a good product, and finally public image

[Ref. 72].

On the other hand, industry beliefs about its objec-

tives weia cuite different. Industry personnel felt that

providing a good product was by far the most important-

objective, followed by maintaining a long te,_m continuing.
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business relationship, improved cash flow, profit, and

development of new capabilities. These were followed by F-.

public image and finally the use of excess capacity

[Ref. 73].

The researcher believes that there should be more

weight given to the concept of public image as a motiva-

tional tool than either Government or contractors are

willing to accept. Quality has been neglected in American

industry over the years. Both Government and industry are

just now waking up to the need to improve quality. There

are a number of reasons for this, including: An increased

awareness for the critical need to improve reliability; to

he able to compete with foreign manufacturers; and the even-

tual cost savings through improved quality by reduced rework

time and less scrap. This idea of improving the "corporate

public image" through improved quality is also evidenced by

Ford Motor Company's theme of "Quality is Job 1" and the

introduction of "Quality Circles" into many of the nation's

industries.

Additionally, the researcher believes that corporate

prestige as a motivational tool should also be given

increased consideration, particularly when dealing with

award fee contracts. Ote senior Navy Department policy-

maker suggested that "corporate management views the Fee

Determination Official findings more as a report card than
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what the award fee ccntributed to the bottom line." Another

corporate officer for a large Navy contractor confirmed this

view, with some reservations, indicatin9 that "the score, or

grade, is important to us; but I can't say that it's more %%%

important than the size of the award from the (award fee)

pool."

In their thesis, At Assessment of Factors Which
Motivate Navy Contractors, Michael Jaggard and Howard

-- ~ --- - ---

Cartwright indicated that contractor objectives can be

divided into contractual objectives and long term ccrpcrate

goals (Ref. 74]. They indicate that the two categories are

related in that the collective objectives of performing all

Government contracts must reflect the overall long term"

corporate strategy. In addition, the foilowing primary

contractual objectives of the Gcvernment contractor have all

been cited as prime business objectives: Company growth,

provide a good product, develor new skills, market share,

guarantee of follow on work, "mastery" (a desire to control .

oLe's own destiny), risk aversion 1  o•F~girl prnori etary

interests, utilize excess capacity, flexibility to customer,

and improved cash flou [Ref. 75].

Oaggard and Cartwright also identified three methods

to determine the contractual objectives of a contractor for

a specific contract [Ref. 75]_ First, a post-performance

review of contractual outcomes and associated benefits to
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the contractor can be conducted. Inherent in this approach

is the necessity to wait until performance is completed to

conduct the review. Second, a list of possible contractual

objectives can be provided to the contractor who can be

requested to rate the relative importance of each objective

as it pertained to performance on recent contracts. This

"shopping list" approach may lead to biased responses. The

third method is simply to ask the contractor to list the top

three objectives that a firm hcped to attain by performing

the contract. The researcher saspects that a weakness in

this ap.-oach may occur if the contractor attempts to play

"mind games" by providing those objectives the contractors

think the Government wants to hear.

The researcher would also like to propose a fourth

method to determine contractor objectives. This method

involves evaluating the contractor in terms of his strengths

and weaknesses, the economic environment, the competitive

environment the contractor operates in, as well as the size

and maturity of the contractor. Each of these -factors ma•y

shed some light on the contractor's objectives in terms of

profit. For example, if the basic economy is in a cecession

with relatively high unemployment in the industry, a

contractor may be willing to accept a lower profit and put

increased emphasis on corporate survival and maintaining his

labor force. Conversely, periods of economic growth may se
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defense contractors willing to dccept additional risks in

the hopes of achieviný higher profits. Firms involved with

research and development activities may see the development

of new capabilities, maintaining a long term business rela-

tionship, and establishing a dominator industry position as

more important motivators than profit. Smaller firms may he

concerned with company survival rather than profit. Growing

firms, on the other hand, may be more concerned with profit •

and return on investment than rapidly growing or mature

.firms. Finally, organizations with technically competent or

"state-of-the-art" contracts may see obtaining a dominant

market position as more important than profit.

As Professors Greer and Liao pointed out in their

paper "Contractor Hungriness and the Relative Profitability

of DOD Business," it is well known that when the economy

weakens, resulting in a growth of excess manufacturing

capacity, real prices tend to decline with weakened profit

margins [Ref. 76]. As a result, when demand falls, firms

tend to engage in vigorous pLice tumpetitioi. The amouit of

profit reduction contractors are willing to accept should

therefore be inversely related to the decline in capacity

utilization. Because the Government is a powerful buyer,

contracting officers should be able to take advantage of

situations where excess capacity exists to drive "hard

bargains" and buy products at lcwer profit margins. On the
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other hand, when the economy is strong and there is suffi-

cient commercial and Government business to utilize full .

capacity, the Government must be willing to pay the contrac-

tocs a profit rate which at least reaches parity with the

commercial sector. Otherwise, industry would have no incen-

tive to accept Government contracts.

Dr. Richard F. DeMong and Dr. Daniel E. Strayer

propose that firms are primarily profit oriented only under

economic conditions of pure competition and then only when

there is owner control of the firm [Ref. 77]. They are

proponents of other motivating forces such as sales, produc-

tion, or firm perpetuation overshadowing maximum profits as

a motivating force.

DeMong and Strayer ccntend that the drive to

maximize profits is diluted by the separation of owner and

manager. The goals cf the decision making managers may be

quite different from the goals of the owners. While the _

owners may indeed be more concerned with maximizing their

return on investment, profit maximization has been replaced

among the managers by "profit satisficing," or the desire to

obtain satisfactory profits. Managers are held accountable

for more than just profits; they are also held responsible

for company production, sales, firm perpetuation, employee

morale, etc. Because managers cannot devote their full time

to profit maximization, to the exclusion of all other goals,
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they are forced to ensure profits reach an acceptably satis-

factory level, then concentrate on the other competing goals

[nz--f. 78 ]..i

Phillip E. Cppedahl has developed a hierarchy of:."..

needs for a corporation which larallels Maslow's hierarchy

of individual needs Ree a 79]. Just as Maslow proposed that of

individuals seek to satisfy the most basic human needs first

(physiological needs, safety and security needs, love and

belonging needs) and then seek satisfaction of higher needs

(esteem, self-actualization, the need to know and under-

stand, and esthetig needs), Oppedahl proposes that a corpo-

ration seeks to satisfy the need/s of survival, profit,

growth, market share, and prestige (in that order).

Survival is the most basic n ee d. Once the need to

be a "going concern" has been satisfied, the profit motive

becomes the primazy motivator fcr the corporation. However,

just as Delong and Strayer discussed the concept of "profit

satisficing," Oppedahl contends that profit does not always

equate to pro±it maximization. Rather, the ý;oncept o0

"adequate profit" suffices as dcmonstrated by the following:

In terms of Governmeiit contracts, gzo,.th is associate'!
with more contracts and ann iarger target costs. Noce.
that with the profit need satisfied, greater size
contracts become the dzirinq Totiv-. This will tend to
explain why some fimrs will spend tQ target cost and
beyond at the expense of a share ratio loss of profit.
The other aspect of growth, namely technical capability,
is also very important to a defense contractor. I aost
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DOD contracts are labor intensive and highly technical
in score. Highly educated and qualified personnel are
very important to the growth cf a DOD contractor, there-
fore, sacrificing profit share may be attractive tc a
contractor relative to maintaining and increasing tech-
nical competence [Ref. 80].

While the DOD and NASA Incentive Contractinq Gujide.-

recognizes the profit motive as the "essence of incentive

contracting," it also recognizes that other extracontractual _

factors can be significant motivators to the Defense

contractor. These factors include growth, new product

improvement, prestige, imprcved public image, social

approval, national defense goals, potential for follow on

business, commercial application, excess capacities,

_iL.Ct1atd% profits on ohler Contracts througjh shared over-

head, and excelling for the sake of excellence. In addi-

tion, DOD "recognizes that ccntractors will, generally,

optimize, not maximize, profit" [Ref. 81].

Finally, in his book Arminq America: How the U.S.

Bu~ys Hta§ ns, J. Ronald Fox contends that:

Profit is not a defense contractor's only concern wihen I
bidding on or conducting a development or production
program. Defense contracts are sought to cover payroll
and ovoŽrhead costs, and to provide company personnel
with the opportunity to develop technical and managerial
skifls "'sefil in commercial and defense business. Once
a contjact is won, a company seeks every opportunity to
add work and fundsz to the p,:ogram. The need for follow
on work is crucial, since (1) tht. initial effort to
secure a contract involves a large outldy of money, and
(2) there is usually a long time lapse between co;.tr.cts-
for the same weapon system L.1f. 82].
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D. CONCLUSION

So what's the answer? Is "profit as a motivational

tool" fact or fiction? The answer appears to be "a little

of both." There is no clear cut answer to the juestion. A

Phile it is clear that profit is not the only motivating

forck for Government contractcrs, there are timues when

profit would certainly be the prime motivational tool, such

as periods of strong economic growth as discussed earlier.

In addition, it is the researcher's opinion that the DOD

profit policy evolved into what it is today because it is

relatively easy for contracting officers to understand; we

have been so "ingrained with the principles of profit maxim-

ization that the concept seems almost intuitively obvious."1

It may be more appropriate to think of profit as a

"L "satisficer" rather than a "Imctivator." Contractors will

certainly not perform without a certain profit level.

However, once that level of profit is achieved, they may not

increase performance with additional profits alone.

It is incumbent upon the ccntracting officer to recog-

nize that these extracontractual motivating forces do in

fact exist. The contracting officer must examine each

contracting situaticn carefully and attempt to determine

which factors (in addition to profit) will stimulate and

motivate the contractor to imErove his performance. The
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proper motivational mechanism must then be incorporated into

the contract and the contract proi-erly administered to

ensure effective results.

it must be remembered that industry's top rated objec-

tives are to provide a good product and to maintain long

term continu'ig business relationships. These objectives

indicate more concern with long term profit objectives than"

with short term objectives. In the words of one Defense

contractcr corporate officer,

They (contractor objectives) are so closely interre- r
lated, it is difficult to rank one above the other or
claim to have one objective without the other one....
We're all in this business to make money.... So to say
that profit is not a primary objective would be w~ong.
But it is not the only objective Of course we want
to survive and grow. But without a good reputation and
adequate profits we are out of business. All four,
company survival, company growth, promoting the compa-
ny's reputation, and profit are primary objectives on
each and every Government contract. No one objective is
more important than the other [Ref. 83].

The theoretical background and framewurk ot CPA.

contracts have been examined along with those factors and

influences which motivate a contractor. The next chapter

will rEport the results of an examination of various CPAF

contracts conducted in an attempt to gain insight into the

"award fee determination process.
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IV. SIRUCTURING AN AWARD FEE

An evaluation of the award fee determination process in

CPAF contracts is really a two step process. The first step

involves an examination of pre-awaLd activities and the

development and structuring cL contract elements which

influence the award fee determination process. The second

step involves contract administration functions in terms of

evaluation and fee determination procedures. This chapter

will examine the first step in this process and attempt to

answer the following questions:

1. What considerations go into determining the size of

the base fee? How large should the base fee be?

2. How should the award fee, which remains in the award

fee pool after the fee determination is made, be

handlel?

3. What considerations are necessary in formuiatinq the

evaluation criteria?

4. How long should the award fee evaluation period be?

What criteria should be used in making this

determination?

5. How should the award fee computation formulas be

developed? What considerations are necessary?
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A. FORMULATION OF TBE BASE FEE

The FAR limits the size of the base fee to three percent t

of the contract target cost. Additionally, Chapter II

pointed out that the base fee cculd, in fact, he zero. At

what level should the base fee he set? Should the base fee

be zero or three percent, or siiould it be set somewhere

between the two limits?

The Commission on Government Procurement (COGP) in 1972

concluded that the "overall risks under a CPAF contract were

at least equal to the risks under a cost-plus-fixed-iee

(CPFF) contract" [Ref. 84]. It was therefore concluded that

the base fee of a CPAY contract should be at least equiva-

lent to that which would be appropriate if the contract. were

CPFF, with the provision for subjective fee adjustments to

be both upward and downward. The rationale here is that the

CPAF contract was devised as an incentive type, with a

subjective fee adjustment, to he used when the anticipated

results were of such a nature that a formalized CPIF sharing

formula, for both upward and downward adjustments of fee,

could not be developed. The Ccmmission also concluded that

"there is no particular justification for the CPAF base tee

to be inordinately low (three percent maximum) with an award

fee upward only" [Ref. 85].
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A CPAF contract iies between the spectrum of a CPFF

contract, where the Government assumes 100 percent of the

risk, and a firm-fixed-price (FPP) contract, with the

contractor assuming 100. percent of the risk. Between these

two types of contracts, tradeoffs occur concerning the "risk

sharing ratio." As such, the risks under a CPAF contract

are not at "least equal to those under a CPFF contract". If

the risks were equal, a CPFF contract should be used rather

than a CPAF contract.

If the logic of the Commission on Government ProcurementL.

were followed, the base fee would be set at seven or eight

percent. It must always be remembered that one of the

primary purposes of a CPAF ccntract is to motivate the

contractor. The higher the base fee becomes, the more the

contract appears to approach a cost-plus-fixed-fee contract

with award fee provisions (CPFF/Ar). Additionally, the

larger the base fee becomes, the smaller the award fee pool

must be to comply with the statutory fee limitations

discussed in Chapter II. To he a sufficient motivational

tool, the award fee must be material in amount; large enough

for the contilactor to be incentivized to "achieve the carrot

at the end of the stick". The smaller the award fee, the

the more likely it is that the contractor will lose his

motivation to earn the fee because, as one corporate officer

put it, "the trouble and expense is not worth the payoff."
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It would appear logical to establish the Lase fee at as

small a level as possible, at or below three percent. A

CPAF contract in its true form would have a zero base fee,

and maximize the award fee pool to gain the greatest motiva.-

tional leverage over the contractor. Tue majority of

Government personnel interviewed indicated that the base fee

should he three percent, because it's "authorized in the

FAR,'! or "it appears to be the standard; three percent has

become a way of life." One Acquisition Branch Manager for a

major Navy project indicated that the size of the base fee

should "depend on the complexity of the project. It should

be flexible between 1.5 and 5 percent depending on the risk.

The average is three percent and it should be 0 percent only

with a stable product." He continued that if the product is .

truly stable, a fixed-price type of contract should be used.

The majority of the contracts examined by the researcher

contained a base fee of three percent, with only one

contract having a zero base fee.

In the researcher's opinion, contracting officers appear

to have lost sight of the basics. According to Dr. Meiners, *O

a noted specialist with CPAF contracts, "the base fee, when

originally conceived, was intended only to cover the

contractor's unallowable costs, which historically have been 9.
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two percent.'' In the researcher's opinion, this naturally

assumes that there is a potential for the contractor to earn

none of the fee available in the award fee pool. Dr.

Meiners also pointed out that "there is no other type of

contract where funds are set aside specifically to cover

unallowalle expenses." These expenses are normally covered

by the standaru profit or ft.e the contractor earns.

It the researcher's opinion, the use of a base fee is,

therefore, only for those situations where the Government

and the contractor are so concerned with and anticipate that

the contractor may perform so poorly that the contractor

v ill earn only the base fee. This would certainly be the

exception rather than the rule.

B. A•ARI FEE POOL

How should funds which remain in the award fee pool,

after the award fee determinaticn is made, be utilized? The

anzwcr to this .u..tion is negotiable and should be resolved

during the formation of the contract and contract negotia-

tions. Two options exist to handle tie unearned award fee.

The first option is to have that amount not awarded lost as

far as the contractor is concerned. The second option is

referred to as a "toll over," where a percentage of that

4Interview conducted on 26 July 1984
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award fee which was not earned by the contractor is rolled j
forward to subsequent periods.

The contracts examined and personnel interviewed were

equally split regarding the roll over issue. Roughly half

of the contracts reviewed contained roll over provisions

ranging from 40 to 80 percent of the unearned award fee. Of

those personnel interviewed, thcse who used roll over provi-

sions favored their use, while those who did not use roll

overs felt very strongly against them.

Recent guidance from the Naval Material Command (NAVIAT)

is that:

Carry forward provisions fox unearned award fees are
expressly prohibitEd (emph asis added) without prior
approval from Chief of Naval Material (CNM). Any
portion of available award fee not awarded during an
evaluation period is not transferable to another period
without CNN approval.. [Ref. 17]

The researcher predicts that the impact of this recent

policy change will be to significantly reduce the use of

roll over provisions.

What are the major concerns with the roll over issae?

To answer this question perhaps it may be appropriate to

examine some of the advantages and disadvantages of roll

over provisions.
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1. Advantages J
.4

Some argue that a roll over provision enhances the

ability to motivate or incentivize the contractor by making

the award fee pools in subsequent periods more attractive.

One Administrative Contracting Cfficer (ACO) indicated that

the goal is to "incentivize the contractor; if it takes

fifteen bites (at the apple) , sc be it."

One Business/Financial Manager indicated that a

"roll over provides a levered fee at the end of contract

performance." This works particularly wel.l with contractors r

who have multiple contracts. The roll over provision can be

used as a tool to protect one project against scme other

projects. This would be particularly true if those "other

projects" were not award fee coatracts or if award fee

contracts did not have roll over provisions.

Another Business/Financial Manager indicated that,

if a roll over provision is not used, the tendency is for

the PEB to inflate the grades given the contractor. There

may be some truth to this assumption; however, supporting

ývidence could not be found. Along these same lines, the

assumption is that if a roll over provision were used, the

PEB would be more likely to give honest grades to the

contractor knowing that the "carrot and stick" effect can be

retained with the possil ility to recover from the loss and

regain some of the lost award fee in subsequent periods.
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Finally, an Ac'auisiticn Blranch manager indicated

that if the award fee pool were significanitly small as to

not motivate the contractor to the degree desired, a roll

over provision would be desired. This would enhance the

award fee pool in subsequent periods in the hopes of

improving the contractor's motivation.

2. flisadvanta~e

W~ithout exception, all those personnel who did n~ot

favor use of award fee roll over provisions did so because

they perceived the roll ovei to be a "gift to the

contzactoti" and allowed the ccntractor "multiple bites at

the apple". One individual even suggested that loss of the

unearned award fee was a larger incentive to the contractor.

The contractor would theoretically maximize efforts during

each evaluation period knowing that any award fee not earned

would be lost.

A second disadvantage of roll over provisions is

thdt they tend tU create a "Lo WW dV e" affect by pushing

problems to a later date with the hope that the lost award

fee can be regained at a later date. The problem this

creates is that olten the number of unresolved izzsues

becomes too large to m~anage effEctively.p

An examination of one contract which aid not use a

roll over provision provides some additional information.

79



TABLE 1 '

Examination of Award Fee Without Roll Over Provision -
I oI

Award Fee Earned Unearned

Period Pool Rating Award Fee Award Fee

1 $130,335 86% $112,088 $18,247
2 86,890 94% 81,677 5,213
3 88,173 95% 83,764 4,409
4 87,909 94% 82,634 5,275
5 88,259 95% 83,846 4,413
6 261,6140 95% 248,558 13,082

TOTAL $743,206 $692,567 $50,649

Table 1 provides data over six evaluation periods for the

original contract. Table 2 contains the same data that

appeared in Table 1 except that it has been modified by the

researcher to include a 40 percent roll over provision. As

can be readily seen when comparing Table 1 with Table 2, the

roll over provision guickly inflates the avard fee pooi. If

not properly planned for, this inflation of the award fee

pool can lead to what some personnel consider "excessive"

fees. Table 3 shows the impact on the same data in table I

using an 80 aercent roll over provision. As can be seen in

Table 3, an additional $30,000 in award fees are earned over

that shown in Table 1 Some of those interviewed consider

this a needless "give away".
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TABLE 2

Examination of Award Fee With 40 Percent Roll Over

Award Fee
Pool With Earned Unearned -

Period 40% Roll Rating Award Fee Award Fee "

1 $130,335 86% 1112,088 $18,247 .
2 94,189 94% 88,537 5,652 -

3 90,434 9570 85,912 4,522 .
4 89,718 94% 84,335 5,383
5 90,412 95% 85,892 4,523 0
6 263,448 95% 250,276 13,172 .

TOTAL $758,536 $707,040 $51,496 - -

3. Summary

What then is the answer to the roll over issue? it

really boils down to a judgement call. As indicated

earlier, NAVMAT's guidance expressly prohibits the use of

roll over nrovi ons withnot nrior CN1- annroval_ If the-

reader is of the school of thought that the contractor 2
should never get another bite at the apple, then clearly

roll over provisions are never appropriate..

The researcher is of the opinion that circumstances P

may exist which favor use of rcll over provisions and this

option should be considered. An 80 percent roll ovez, in
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TABLE 3

I �Examination of Avai'd Fee Vit!7 80 Percent Roll Over
I

Award Feev
Pool With Earned Unearned -

I Period 80% Roll Rating Award Fee Award Fee--
I ,,-1

1 $130,335 86% $112,083 $18,247. -
1 2 101,!'38 94ý 95,399 6,089
I 3 93,04'4 95% 88,392 4,652

'4 91,631 945 86,13.3 5,498 .
I 5 92,657 95% 83,024 4,633 "

6 265,346 £5% 252,079 13,267 I

I TOTAL $774,501 $722,115 :A52,38b I
I I

I I

the researcher's opinion, is tco high, because it enhances

the idea held by many that award fees are "give away

programs". A 20 percent roll over may be too low to be

effe. tive. Perhaps a 40 or 60 lcrcent roll over provision.

may be appropý-iate. A study to detezmine the most "cost

effective" roll over is beyond the sco-e of this the-iq. If

a roll over is "ised, considqration must be given tc the

"iiflation.:" factor" demonstrated in Tables 1 and 2, some-

thing which has not received adequate consideration in the

past.
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One additional observation about the use of zC1l

over provisions may be appropriate. If the reader is prima-

rily concerned with cost control, then controlling costs

through the use of no roll over provision is not the most

logical approach. Table 2 shows that the additional awazr 0.'

fee earned with the use ot a 40 percent roll over pioiision

was $14,473 ($707,040 minus $692,567), which is less than

two percent of the original award fee pool. It would sýe;ex

to be more logical tc focus cost contro.l. efforts at direct

labor hours and other areas where the lurge dollar expendi-

tures occur.

Of those contractor representatives interviewed, all

were in favor of roll over provisions, which should not be a

suirpri~se.

C. EVALUATION CRITERIA

Chapter II identified the evaluation criteria most

commonly used as the adjective-type standard rating system

which indexes a performance quality adjective and corre-

sponding explanation to a percentage ol the potential award

fee available during the evaluation period. Is this really

the best way to structure the performance jr.Atings? What

considerations should be used in developing the evaluatLon

criteria? These and other issues will be addressed in this

section.
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1. Performance Rating

There are many rating plans being used today. No

two systems will be, nor should they be, identical. The

system selected must he tailored to the individual, unigue

requirements and be that system which best fits the needs.

However, structuring of the rating plan can lead to ccnfu-

sion for both the contractor and Government personnel.

Consider the following examlles, all extracted from

different contracts and all representing the highest

performance rating in the contract:

1. Superior Performance: Depresents 80 to 100 percent

of the nnotnti.a! award fee. The contractor has

demonstrated an overall level of perfocmance whichr

exceeds the contract req uirements.

2. Superior Performance: Bepresents 86 to 100 percent

of the potential award fee. The contractor has..

demonstrated an overall level of performance which

substantially exceeds the contract requirements.

3. Superior Performance: Bepresents 86 to 100 percent

of the potential award fee. The contractor has

demonstrated an overall level of performance which

_qre~at_ exceeds the contract requirements.

4. Excellent: Represents 91 to 100 percent of the

potential award fee. The contractor's performance
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greatly exceeds the merely satisfactory level of

efforts. The evaluator cannot cite relevant areas L

for improvement.

5. Excellent; Represents 91 to 100 peicent of tha

potential award fee. The contractor's performance

exceeds requirements by a substantial margin. The

evaluator cannot cite relevant areas for improvement.

6. Excellent: Represents 86 to "100 percent of the

potential award fee. The contractoc's performance

greatly exceeds the merely satisfactury level of

performance. The evaluator cannot cite relevant

areas for improvement.

7. outstanding: hepresentc 86 to i00 percent of thI

potential award fee. The contractor's performance

exceeds the minLimum b- a substantial margin,; and the

monitor c41.1.. cite some area for improvexent, most of

which are -iInor.

Tbe first three examples aiove came from the same

project office, but were in contracts awarded to thr~e

different contractors. This led to some confasion within

the project office. Was "superior" perfor[.ance really 80

percent, or was it 86 percent? In addition, whatls the

difference between ,,exceeds,,, "substantially exceeds", and

"greatly exceeds"? Furt her cie, what' s the dJ.fference

between "superio-. Perf orma r, ce", "excellent", and-
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"outstanding"? What does it aean to "exceed tht minimum

requirements by a substantial margin"? If a contractor has

"some areas of improvement", is his performance truely

"".outstanding'?"

Even the recommended evaluation standards system

recommended by NASA (discussed in Chapter I1) raises some

questions and creates confusion. consi;.der the following:

Excellent: Represents 91 to 100 percent of the poten-

tial award fee. Performance is outstanding in mocst
respects, approaching the best that could be performed

by a qualified contractor. Contractor has greatly

exceeded quality, schedule, output and overall

performance which would be expectrd of an average

contractor. Areas of deficiency a-e very few and

relatively unimportant in nature. Contractor. shows

initiative in executing the job and invoking

improvements.

In the above example, the adjective rating is "excellent",

IV y•,-,t thb description reads "performance is outstanding in

S0ost 1espects." Do "excellent" and "outstanding" mean the

saxe thing?

The pi.oblem appears to be one of symantics. W ha t

may be "excellent" to one individual may uot mein the same
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to another. in addition, the adjective ratings are rela-

tive; there do not exist any standards with which to rate or

compare one "excellent" rating with another.

Still another area for confusion is the number of

rating categories. Consider the following examples:

1. Contract Number 1

a) Superior Performance: 80 to 100 percent.

b) Satisfactory Performance: 50 to 80 percent.

c) Marginal Performance: 20 to 50 percent.

d) Unsatisfactory Performance: 0 percent.

2. Contract Number 2

a) Excellent: 91 to 100 percent.

b) Cood: 66 to 90 percent.

c) Satisfactory: 41 to 65 percent.

d) Marginal: 21 to 40 plErcent.

e) Unsatisfactory: 20 percent and Below.

3. Contract Number 3

a) Outstanding- 86 to 100 percent.

b) Excellent: 75 to 85 percent.

c) Good: 65 to 74 percent.

d) Acceptable: 50 to 64 percent.

e) Mlarginal: 30 to 49 percent.

f) Ai.nimal: 0 to 29 percent.

In Contract Number 1 of the above examples, is an 80 percent --

sco8e "satisfactory" cr "supericr"? Are 51 and 79 percent
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scores in Contract Number 1 bcth "satisfactory? As the

Inumber of rating categories are increased from four in

Contract Number 1 to six in Contract Number 3, this confu-

sion is reduced. The greater the number of rating

categories,: and the more specific each category is, the less

confusion there is likely to be.

It it is necessary to use a combination of adjective

and numeric catirgqs: the researcher suggests that the

percentages assigned to each category are flexible and may

be adjusted. In addition, each category may be further r

broken down into "plus" and "minus" ratings. For example,

the "Good" category in Contract Number 3 above may be subdi-

vided as follows: r

Good Plus; 72 to 74 percent.

Good, 68 to 70 percent.

Good Minus: 65 to 67 percent.

The particular structure cho-,sen is strictly up to the

creativity of the Contracttng Officer.

The performance rating exists only for the benefit

of the contractor. The ratings give the contractor some-

thing with which to relate thc numerical grades. In the

researcher's opinion, this can be accomplished with the

criteria description just as .4ell as with an adjective

rating. Dy eliminating the adjective rating and relying

strictly on the numerical rating, some oi the confusion: canr-
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be reduced and the contractor can decide whether an 89% is

"excellent" or "outbtaadingln.

It is possible to iml-rove on the rating rlans

cutrentl]y being used by eliminating the adjective descrip-

tions and increasing the number of rating categories. Such

an example would be as follo',3: [Ref. 87]

1. Represents 91 to 100 percent of the potential award

fee. The contractor's performance exceeds require-

ments by a substantial margin. The evaluator cannot

cite relevant areas for improvement.

2. Represents 83 to 90 percent of the potential. award

fee. The contractor exceeds in overall performance

reg rmentS. The e•va!•aor may cite one or more
arcas for improvement but they are relatively minor

in terms of potential irogram impact and they are

substantially offset by better performance in other

areas.

3. Represents 75 to 82 percent of the potential award

fee. The contractor's performance meets all require-

ments. The performance is neither significantly

superior nor zignificantly inferior. Areas of risk

are of no greater degree than would ordinarily be

expected in tie performance of a typical contract of

this size and complexity.
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4. Represents 67 to 74 percent. of the potential award

fee. The ccntractor'- performance is adequate

although the evaluator may cite several areas for

improvement, these are cffset by better performance

in other areas being evaluated and deficiencies are

of a minor nature. This level of achievement would

be the norm for contractors completing jobs and the

contract on schedule with reasonable quality and

cost.

5. Represents 50 to 66 percent of the potential award

fee. The contractor's performance fails to meet all

requirements. There are areas of good or better

performance but these are offset by lower rated

performance in other areas.

6. Represents 31 to 49 percent of the potential award

fee. The content and quality of the contractor's

performance are close to being adequate, although

there are many areas for improvement. No major defi-

ciencies are cited.

7. Represents 0 to 30 percent of the potential award

fee. The content and quality of contractor perform-

ance in at least one area are deemed by the evaluator

to need substantial improvement. Contractor perform-

ance in the area being evaluated is considered to be

such that a Eotentially adverse impact is foreseen.
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The need for improvement is such that Government "

action may be required. _

It should be noted that as the number of categories is

increased, the number of torderline comparisons also

increase. If the number of categories is too large, it then .

becomes a problem of being able to differentiate between 74

or 75 percent adequately.

2. Perf:ormance Evaluation Criteria

Structuring the performance evaluation criteria is

the heart of the award fee process. Criteria must be selec-

tively identified which, when inplemented, will truely moti-

vate the contractor. A number of the interviewees felt

strongly that the development oZ standardized evaluation

criteria should not be recommended. The Program Manager and

Contracting Officer must maintain flexibility to again

structure the criteria to the individual situation.

Standardized evaluation criteria would reduce the Program

Manager's flexibility to manage.

Those individuals who draft the evaluation criteria I

must tailor the criteria to the individual contract. As one

Business/Financial ilanager indicated, the first step in this

process is to gain an understan ing of the environment .

unique to the individual contractor. This may likely

require a visit to the contractor's plant and interviews . - -

. o

a_



with key individuals. There are some things which the

contractor may be highly motivated to perform without the

Government having to incentivize the contractor. As

discussed in Chapter III, scme of these considerations -.-

include "extracontractual motivators" such as company

growth, an increased share of the industry market, a better

public image, carry-over benefits to commercial business,

greater opportunity for follow on business, and greater "

shareholder expectations for future growth and profit. In F

addition, the Government does nct want to apply motivational

forces to a contractor for those things which the contractor

already does well. The Government must consider the

contractor's individual strengths and weaknesses and only

incentivize the weaknesses. Hcwever, the Government should

be ready to incentivize areas which might now be strengths

but become weaknesses at a later date.

A second concern is the number of evaluation

criteria to be used. One Program Manager indicated that if

"you incentivize everything, you end up incentivizing

nothing." The contractor cannot be overburdened with so •

many dilferent criteria upon which to focus management

talent that the contractor becomes demotivated. As several

interviewees indicated, there are generally three major

categories to structure evaluation criteria around. The

criteria are:
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1 Technical Performance

2. Scliedule I

3. Cost Control

A fourth category of "LManagement Performance" is often iden-

tified as a separate , tegory cr is combined with Technical p

Performance. Still a fifth category periodically used i.s

"Design to Cost". The consensus of opinion from those

interviewed is that the number cf categories used for evalu- .

ation criteria should be liiuited to three or four at the

maximum. The researcher believes that too many elements

will dilute the motivational effect of the award fee

concept, while too few elements will fail to adequately

measure total contractor perforzfance.

The perceived problems from interviewees with evalu- .

ation criteria currently being used are that they are not

weighted properly nor are they well quantified. Evaluation

criteria which are nct well quantified leave too much room _

for interpretation, and some individuals feel it leaves too

iuuh iJoo io.i: subLjectivi.ty .L...!or e, te v-.. Lu-tion

criteria in one multi-million dollar contract examined are

as follows:

1. Technical Performance: The contractor shall be eval-

uated as a System Prime Contractor (SPC) under this .

contract bised on achievement and conformance to the

specification. This shall include the evaluation of
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the contractor's performance of all design, fabrica-

tion, reliability and maintainability, software,

integrated logistics suprort, system interface tests,

system integration, services, and system demonstra-

tions. The assessment cf SPC performance will also

be evaluated against lover indentured specifications

and the contractor's achievement of technical objec-

tives cited in management plans.

2. Management:

a) The award payments for this area shall be based on

the contractor's achievements in Management. r

b) The criteria to be utilized in determining manage- -'-

ment performance will include the effectiveness of

the contractor's management, working in assccia-

tion with the Navy, to achieve au operational
system. This includes the management of inter-

faces with various Navy activities and Government !17

Furnished Eguipment (GFE) suppliers. The specific

areas to be reviewed include the following: -

1 Management of GFE;

2. Relationships with associate contractors;

3. Configuration management;
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4. Effectiveness of forecasting potential pjob-

lems and a suggested resolution to minimize

program impact; and

5. Compliance with Interface Control Documents.-

(ICD).

3. Schedule:

a) The award payments for this area shall be based on

the contractor's achievements in providing the

necessary management controls and assets to accom-

plish the delivery of data, hardware, software,

training, maintenance, support items and the

assistance to the Navy in in maintaining total

program schedule-j. "

b) The award fee evaluation relative to delivery

shall consist of a review of the following

criteria:

1. Delivery of all contract data requirements in

accordance with the contract Data Peni r~ments

List.

2. Achievement of schedaled design, fabrication,

tests, system integration, and demonstration mile-

stones (within the projected program schedule).
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"3. Recognition of lotential delivery problems,

A recommendations as tc resolution and successful

attainment of agreed upon methods of resolution to

minimize program impact.

4. Cost: The award payment for the area shall be based

"on the contractor's ability to manage the costs on

the Full Scale Development Program including cost

reports and the ability to implement cost avoidance

measures.

5. Design to Cost: The award payments under this area

shall be based upon the contractor's achievement of

*.-. the objectives of the Design to Cost Plaa.

-Much of the CJ•iticJi-iu concernin g CFA contracts

today stems from the belief by many that the determination

of multi-million dollar award fees is too subjective. The

evaluation criteria when not well-defined, as in the example

above, highlights just how subjective this determination can

be. This criticism can be reduced by better defining the

evaluaticn criteria and lending a degree of objectivity to

the evaluation, or at least becoming less subjective. An

example of better de.fined evaluation criteria will be given

at the end of this section.

The Government has the ability in the contract to

shift evaluation criteria weights from one period to the

next. It is the general feeling among those interviewed
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that this flexibility is not being utilized to the maximum

extent possible by those using 2PA. contracts. In the

Concept Exploration vhase of a system's development, tech-

nical performance may be the most important evaluation

element and should he weighted high, perhaps 50 percent.

Schedule eLrformance and cost ccntrol may be less important

and mar.agement performance may be so unimportant as to be

weighted at 0 percent. However, as the product moves into

producticn, management performance becomes more important as

the transition is made from development to producticn. It

must be remembered to change the weightings to reflect the

chan-ging conditions. The problem with shifting the evalua-

tion criteria weiahts are first to determine how the weights

are to he shifted, and secondly, to make the decision and

inform the contractor in a timely manner to allow the

contractor time to respond and make the necessary adjust-

ments within the organization prior to the start of the

evaluation period. This is often difficult to accomplish

and as one Business/Financial. Manager pointed out, this

flexibility is often ziot utilizcd by the Program Office.

As one selaior manager who formulates policy inadi-

cated, cost control is always of major concern. Some of the

criticism of CPAF contracts in recent months has ariseL from

the concern that cost contrbl has not received enough atten-

tion and weight in the evaluaticn criteria. The suggestion
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uas made by the researcher that guidance be promulgated

"?"highly recommending" that cost control be given consider-

able weight relative to the other evaluation criteria.

Without exception, all those interviewed strongly felt that

this was not proper. The Program Manager must be able to

remain flexible in order to tailor the criteria to the situ-

ation, However, the consensus was that cost control should

always be an evaluation element. NAVMAT also reguires that

cost control always be included as one of the evaluation

criteria [Ref. 17].

If it is not desired to standardize the weight given

to cost control, perhaps it may be approptiate to identify

evaluation criteria which should be recommended for use. It

is interesting to note that g•uidance does not exist which

even identifies the evaluation criteria which must be used

for cost control. This flexibility also rests with those

who tailor the criteria to the unique situation.

Another idea was suggested that a mathematical model

be developed which would identifY the weighting to be

applied to cost control. The development of such a model is

beyond the scope of this thesis. However, some thoughts on

the subject are appropriate. There is some value to giving

cost more weight (i.e., 30 to 40 percent) because it demon-

strates to the contractor that costs are of interest. In

the researcher's opinion, the danger lies in that the

.- %7
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cntractor may taen decrease managemcnt attfltion on tech--

nical performance or the schedule effort. A- Dr. MleineL s
pointed out "cost is a function of co-t." Cost would not be

an independent variable in any Licathematical model. Cost is

dependent on both schedule and technical requirewents.

Costs may be better controlled by placiag more emphasis on

schedule. As the schedule imprcves, lower costs will gener-

ally result ftom reduced direct labor hours ond overhead

charges. work generally appears to expand by the amount of

funds the Govermnuent has. The longer the contract is in

place, the higher the costs tend to be. 5

aa.le the FAR is specific in requiring the inclusion

of the evaluation criteria in the contract, it does not

indicate that it is mandatory that these criteria be negoti-

ated with the contractor. The researcher can see advantages

to not negotiating the evaluaticn criteria. Howe-icr, if the

contractor's fee is dependent upon how well the evaluation

criteria is written and understood, it is evident that the

contractor would have a vested interest in the development

of the criteria. As such, the contractor should, as a

minimum, be authorized to provide some input into the devel-

opment of the evaluation criteria.

5 Interview conducted with Dr. Arthur C. feiners, Jr., on t:"

26 July 1984.
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It was the consensus from these interviewed that

there is no cookbook solutiorn to the formulation of evalua-

tion criteria. Each set of criteria must be individually

tailored to the unique situation. However, it is a~plo- -.

priate to examine major ccnsiderations to use when

formulating well-defined evaluation criteria. These consid-

erations are provided in Appeendix D for review. Appendix D

identifies three evaluation criteLia which are recommended

for use by the researcher. These criteria are technical/ "•

management performance, schedule performance, and cust

performance. In addition to these criteria, major areas of

consideration are identified for each of the three criteria,

which could be modified for any of the eighteen contracts

reviewed. The more detailed the evaluation criteria, the

easier it becomes to be somewhat objective in a process

which is inherently subjective. The less subjectivity

involved with the award fee determination process, the less

there will he criticism. This subjectivity can be reluced,

in the researcher's opinion, hy increasing the number and

detail of elements when evaluating performance in each

criteria.

If a fourth evaluation element is to be used, it

should be logistics supportability, recognizing integrated

logistics support equal in importance to cost, schedule, and

technical performance. Although previously not used to
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evaluate contractor 9erformance, loyistics supportability is

receiving increased attention and visibility. Where appro-

priate, major considerations in structuring evaluation

criteria for logistics supportatility include: [Ref. 88]

1. Maintenance Planning: The contractor should partici-

pate in the process to evolve and establish mainte-

nance concepts and requirements for the lifetime of a

material system, and this participation should be

evaluated.

2. Supply Support: All management actions, procedures,

and techniques used to determine recluirements to

acquire, catalcg, receive, store, transfer, issue,

and dispose of secondary items should be evaluated.

This includes provisioning for initial support as

well as replenishment suiply support.

3. Support Equipment: The contractor should participate

and be evaluated in the identification and acquisi-

tion of all equipment (mcbile or fixed) required to

support the ojeration and maintenance of the material

system. This includes associated multiuse end items,

ground handling and maintenance equipment, tools,

calibration equipment, test equipment, and automatic

test eguipment.

I4. Technical Data: The contractor should be evaluated

on the completeness, accuracy, and timeliness of
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technical data provided to support the system. This

includes recorded inforiation regardless of form or

character (such as malnuals and drawings) of a scien-

tific or technical nature. Computer programs and

related software are not technical data; however,

documentation cf computer programs and related soft-

ware are. Also excluded is financial data and other

information related to contract administration.

5. Packaging, Handling, Storage and Transportation: The

contractor should be evaluated on the resources,

processes, procedures, design considerations, and

methods utilized to ensure that all system egui~went,

and support items are preserved, packaged, handled,

and transported properly, including environmental

considerations, equipmert preservation requirements

for short and long term storage, and

transportability.

6. Design Interface: The relationship of logistics

elated desi;-,n- rarametes, such as reliability and

maintainability, readiness, availability, and surport

resource rejuirements should be evaluated. These

logistics-related design parameters should be

expressed in operational terms rather than as

inherent values and specifically relate to system

readiness objectives and support costs of the
material system.
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3. Summar.

In summary, the development of •he evaluation

criteria cannot be accomplished in a vacuum. An evaluation

of the contractor's strengths and weaknesses must be

completed, with the weaknesses highlighted in the evaluation

criteria.

D. EIALUATION PERIOD LENGTH

The Naval Material Command (NAVMAT) specifies that

generally, each performance evaluation period will not be

greater than three months [Ref. 89]. How long should the

award fee evaluation period be? What criteria should be

used in making this determinaticn? These criteria have yet

to be formalized and published as guidance.

1. Determination Criteria

Before it is possible tc answer the first auestion,

it is necessary to examine thE cuiteLia uzed in selecting -"-

the length of the evaluation period. These elements, as:

identified in several interviews, in no particular oruer of

importance, are:

1. Projected length of the contract;

2. Contract complexity;

3. Size of the contract; and
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4. Administrative reguirements.

a. Projected length of the Contract

The estimated length of contract performance is

one of the key elements in selecting length of the evalua-

tion periods. If a contract is expected to run for nine

months, such as in the overhaul of surface combatant ships,

then three month evaluation periods are almost mandated in

the researcher's opinion. This gives the Project officer

three data points with which tc evaluate cost and perform-
r

P ance trends, as well as provides flexibility to twice adjust

evaluaticn criteria weightings, if necessary, to redirect

thnc contractor's efforts. On the other hand in the case orF

a contract which is expected to last longer (i.e., 18 to 36

months), it may be appropriate to extend the interval of

evaluation periods to perhaps fcur, six, or nine months.

b. Contract Complexity

As one Business/Financial Manager indicated, in

a complex contract with many events and key milestones

occurring quickly, the longer tne wait between evaluation

periods, the increased probability that critical problem

areas will not be highlighted and brought to management's

attention in a timely manner. If there are delays or

significdnt problems which go undetected, this will result
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in a bow wave effect and impact subsequent events in future

periods.

As another Business/Financial Manager indicated,

another consideration is that events which happened more

recently and are fresh in the minds of performance evalua-

tors will tend to bias the evaluation. This appears to be

true for all evaluation periods of considerable duration

(i.e., six months or more) , but is particularly evident with

more complex programs. TIis problem may be reduced by

shortening the length of the evaluation period to three or

1 four months. The researcher suggests that a creative CEAF

contract may have variable length evaluation periods if the

amount of work to be done in some periods is less than in

other s. Such a situation may occur in a research and devel-

opment contract when the initial effort is small compared to

other periods.

c. Size of the Contract
I.[

IChe general rule of thumb apears to be, f.rom

those interviewed, that the larger the size of the contract,

in terms of target cost and aiard fee pool dollars, the

shorter the evaluaticn period should be. This thought stems

from the fact that the Progran Managers are custodians of

public funds and the belief by many that CPAF contracts are

really "give away" programs. The more frequently the PED
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meets and the FDO providus fecdback to the contractor, the

better "upper management" and the "watchdogs" feel about the.

job being performed becaLuse it appears that the Prcyra"

Manager is maintaining tight control over the project.

d. Administrative Requirements

most interviewees fcr this study were in agree-

ment that CPAF contracts are the most difficult contracts to

administer because of the increased administrative burden in

terms of manhours required to monitor performance, gather

the PE• together for deliberaticns, and to publish the 0DO

findings. One individual even went as far as to say that

V awar•d fees double the cuMuPIexity of a dmi ac Ltei-jin Q

contracts."

The award fee provisions force Government repre--

sentatives and managers to pay closer attention to the

contractor and understand both the contractor's actions as

well as the contractor's strengths and weaknesses. There is

not much room for doubt on the part of Government represen-

tatives. Government managers must be sure of their posi-

tions, more so than with any other type of contract. As one

Cost Analyst indicated, uniquc features of CPAF contracts

require that Government personnel spend moLe time in admin-

istering CPAF contracts.
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The time S:pont in monitoring performancec cannot

ri be reduced. lloweve&, the time .spcn¶ in jreparing testiauoni

for the PED, the PEB deliberations, and administrative

requirements of the FDO can be reduced by extending the

evaluation pericds.

Still another problem of short (i.e., three

months) evaluation pcriods 3L timely feedback to the

contractor early enough to modifY the contractor's perform-

ance in subsegiicnt periods. NAVMAT's guidance is that the

Award Fee Board (PEB) shall meet as "reasonably close to the

end of an award fee period as possible" [Ref. 90]. In

reality, this means two to three weeks (10 to 15 working

days) after the end of the evaluation period. The following

sequence o.l events was extracted from one contract reviewed,

and is typical of most contracts:

1. 1. Within fifteen (15) days from the receipt of testi-

mony and input to the PEB, the Board shall prepare

the performance evaluaticn and present it to the FDO.

'V2. ithin five (5 days fron receint of that evaluation1

* the FDO shall submit to the Contracting Officer his

determination cf award fee.

• 3. Within five (5) days from receipt of that determina-

* tion, the Contracting Officer shall notify the

-°.' contractor in writing of the FDO's determination.
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4. Within five (5) days frcm receipt of the Contracting

Officer's notification, the contractor may submit to

the Contracting Officer any exception with respect

thereto. In support of his reclama, the contractor

may furnish a written description of his performance

during the period under consideration. This descrip-

tion shall clearly identity specific evaluation

categories, factors, elements, and the contractor's.

own rating thereof.

5. Within five (5) days from receipt of the contractor's

recltma, the Contracting Officer shall submit it to

the FDO.

6. Within ten (10) days frcm receipt thereof, the FDO

shall provide to the Contracting Officer a final -,

performance evaluation (underline provided by

researcher) and determination of the award fee.

7. Within five (5) days from receipt of the final deter-

mination, the Contracting Officer shall notify the

contractor in writing of that final determination.

8. Within five (5) days from the date of this notifica- ..

tion, the Contracting Officer shall issue a unilat-

eral modification to the contract to provide for the

award fee.

If the above sequence of events were followed,

the contractor would not receive formal written notification
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of the FDO's final EerformancE evaluation until 50 days

following the deliberations oZ the PEB. This is clearly too

late to modify the contractor's performance in a three month

(90 day) evaluation period; With over 50 percent of the

subsequent period past, the contractor would not be given an

opportunity to modify performance in response to the last

performance evaluation and any shifting of weights for the

evaluaticn criteria. It can be argued that the contractor

knows well in advance of the FDC's final performance evalua-

tion where improvements are needed through informal lines of

communications. However, it the FDO's final evaluation does

not agree with the informal ccmmunication, then needless

energy and resources have been expended and '-he contractor

may in fact become deactivated. .

Even if the contractor is informed of the FDO's

determinations at the conclusicn of the PEB deliberations,

15 to 20 percent of the next evaluation period could have

expired if the PEB deliberations were lengthy or the PEB met

in the third week of the new period.

.In the researcher's opinion, one solution to

this problem appears to be to have the PEB meet during the

last ten working days of the evaluation period and encourage

0 the FDO to be a membcr of the FEB. The FDO should then be

in a position, after hearing all the testimony, to provide

the contractor with a "preliminary" determination in terms -
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of what areas the ccntractor should focus his attention on

in the following period. Some FDOs may be reluctant to

provide a ,,preliminary', determination. However, if the

contractor accepts the preliminary determination as just

that, and recognizes that it is not binding on the FDO, this

reluctance should not be a problem for the FDO.

2. Determininq the Evaluation Period length T j

What then is the answer to the question "how long

should the award fee evaluation period be"? There is no

cookbook solution. The Program Manager must retain flexi-

bility in this determination and reach a decision after

evaluating all the "pros" and "cons". The majority of

opinion from those interviewed favor the three month, or

quarterly, evuluation period. One Business/Financial

manager referred to as the "QPR effect" (or Quarterly

Performance Review),

Things happen just prior to the QPR.-.. Correspondence
is responded to.... Performance improves.... Physical
actions take place.... Modules get moved.... -Prcblems
get resolved.... The QPR effect results in action.
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E. FEE COMPUTATION FORMULAS

How should the award fee be computed? Three different

methods were utilized in the various contracts reviewed and

will be discussed in this secticn.

The first method is similar to that which is recommended

in the FAR (see Appendix C for review). This method calls

for each evaluation category to be multiplied by the appro-

priate rating percentage. This earned percentage for each

category is then totaled. This factor is again multiplied

by the amount available in the award fee pool to determine

the earned award fee amount for that evaluation period. In

the researcher's opinion, the one weakness in this method is

that the ccntractor is rewnrdec fur unsatisfactory pertorm-

ance through the award of some amount of fee, although the

award fee may be small in amount.

The second method observed in one Program Office is

quite complicated and involves numerous mathematicel deriva-

tions. Prior to discussing the formula for the award fee

determination, some definitions and supporting formulas must

be clarified:

1. The Quarterly Award Fee Pool (QAFP) consists of the

summation of a Primary Award Fee Pool (PAFP) and a

Reallocated Award Fee Pool (RAFP).
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2. The PAF2 available during any evaluation period shall

be derived by determining the progress made by the

contractor during the evaluation period. The prog-

ress shall be determined by dividing the cumulative

Budgeted Cost of Work Performed (BCWP) 6 to date by

the total Budgeted Ccst at Completion (LQCC) 7

including Reserves, as they appear on the Cost

Performance Report (CPR) This percentage will then

be applied to the contract Total Award Fee Pool

(TAFP). The TAFP is defined as the sum of the base

fee and award fee. From this total will be

subtracted the sum of the PAFP pools that were avail-

able through the previous evaluation period to deter-

mine the PAYP available for the period being

evaluated.

3. RAFP: Of the unawarded QAFP during any period, forty

percent will be reallocated to the remaining pcrtion

of the contract. Each quarter a portion of this

6 Budgeted Cost of Work Performed (BCWP) is defined as
the budget applicable to the work actually accomplished.
BCWP is determined by adding ul the budgets of those work
packages which have been completed along with an estimated
amount of budget for the completed work in open workI packages.

7 ]3udgeted Cost at Completion (BCC) can be defined as the
budget applicable to the work scheduled to be accomplished
within a given time frame. BCC is determined by adding up
the budgets applicable to work packages scheduled to be
accomplished.
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amount less the sum of all RAFPs from previous quar-

ters will be allocated based on the progress made

during the quarter compared to work remaining in the

contract.

- When the QAFP and PAFP have been computed, the award fee

to be paid to the contractor for any period cdn be computed

by multiplying the QAFP by a factor (Fn) and subtracting

S0.20 of the PAFP. The Fn is set by the FDO based on the

"evaluation of the contractor's performance by the PEB. In

no case will the award fee be less than zero.

The above example of award fee determination was

extracted from a contract with a three percent base fee and

"a forty percent roll over provision for unearned award fee.

The subtraction of 0.20 of the PAFP in the above paragraph

was meant to offset the effects of the base fee. The same

effect could have been achieved by reducing the size of the
• - p.-

base fee to something between zero and one percent.. In the

researcher's opinion, the weakness in the above approach is

that it is cumborsome and time consuming; all the records

_ and formula computations were maintained by hand on a single

"data sheet. In addition, the process could also be

confusing to both the contractor and Government representa-

tives, raising questions ia some individual's winds.

-The third, and most popular, method observed for deter-

"mining the amount of award fee used a basic formula which

-11
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the researcher bas modified into a generic mathematical

formula. This formula can be expressed as:

(Rating - A)/ B x 100 = Award Fee Percentage (4.1)

In equation 4.1 the "A" represents that maximum threshold

which is considered to be unsatisfactory performance;

whether it be 20, 30, or 40 percent. The "B" is simply 100

minus "A" so that if "A" were 20 percent, "B" would e.-jual 80

percent.,

It is easy to understand why this last method is the

most popular. It is relatively easy to understand, leaves

little roonm for confusion. and does not award the contractor

for unsatisfactory performance. If a performance rating of

30 pErcent or below were deemed unsatisfactory, the

contractor would simply not be entitled to any award fee for ,

a rating of 30 percent or below.

F. CONCIUSION

This chapter examined pre-award activities and the

development and structuring cf contract elements which

influence the award fee determization process. In examining

the determination of the base fee, it was discovered that.

when originally conceived, the lase fee was intended only to
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cover the contractor's unallowatle costs. Unaliowable costs.

are normally covered by the standard profit or fee the

contractor earns. Therefore, any base fee which is above

zero should be the exception rather than the rule and should

be used only for those situations where the Government and

the contractor are so concerned with, and anticipate that

the contractor may perform so poorly that the contractor

will earn only the base fee.

Funds which remain in the award fee pool, after the

award fee determination is made, can be handled in one of ...

two ways. These funds can either be "lost" as far as the

contractor is concerned, or a percentage of that award fee

which was not earned by the contractor can be rolled forward

to subsequent periods. Advantages and disadvantages of each

option were examined.

The development of the evaluation criteria cannot be

accomrlished in a vacuum. An evaluation of the contractor's

strengths and weaknesses must be completed, with the weak-
nesses highlighted in the evaluation criteria. The four

criteria recommended by the researcher were technical/

management performance, schedule performance, cost perform-
ance, and logistics supportability. Major considerations in

developing the evaluation criteria were also reviewed and

examined.
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In discussing the length of the evaluation period, four

elements where identified which must be examined pricr to

determining how long the evaluation period should be. Th ese

four elements are projected length of the contract, contract.

complexity, size of the contract, and administrative

requirements. The majority of those interviewed favor the

three month, or quarterly, evaluation period.

Finally, three methods were identified with which the

award fee could be computed. The third method, represented

in equation 4. 1, is recommended by tne researcher.

The next chapter examines those functions involved with

administering CPAF contracts and activities which impact on

the award fee determination rroc-ss The. chapter will

conclude with a section dedicated to data/trend analysis of

award fees in those CPA? contracts reviewed.
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V. ISSUES IN ADMINISTERING COST-PLUS-AWARD-FEE CONTRACTS

A. INTRODUCTION

Now that the pre-award contract award fee considerations

have been reviewed, it is alpro~riate to discuss those post-

award (or contract administraticn) functions and activities

which impact on the award fee determination process. These

functions include the Performance EvaJuation Board composi-

tion and proceedings and the authority oZ the Fee

Determination Official. The chapter will conclude with a

section dedicated to data/trend analysis of award fees in

N those CPAF contracts reviewed.

B. PERFORMANCE EVALUATION BOARL COMPOSITION AND PROCEEDINGS

It is first appropriate to discuss the Performance

Evaluation Board's (PEB) composition prior to discussing the

proceedings of the board. Thho sits in on the board's

proceedings? Who should be represented on the board? These

and other questions will be addressed in the next few

paragraphs.
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1. Co02osition

Naval Material Command guidance on the composition

of the PEB is clear fRef. 91.

Award fee contracts shall include a provision for an
Award Fee Board (AFB) whose primary function will be to
recommend to the FDO an award fee tor each award fee
performance period. The recommendation will be stated
in terms of a percentage to be applied to the award pool
for the period being evaluated. Members of the AFB
shall be designated by functional job title and shall
include representatives of various disciplines having
significant association with the work being performed,
i.e., Engineering, Quality Assurance, Finance,
Production, Contracting, Test and Trials, etc. Up to
25% of the AFB may be comprised of personnel who are not
associated with the contract effort involved. The FDO
may be a member of the board, in which instance the EDO
will be the chairperson.

it is interesting to note that while the NAVMAT

guidance authorizes up to 25 percent of the PEB to be

composed of personnel who are not associated with the

contract effort, it does not reguire the PEB to have

uovernment representation from the Qon ti-dctoL 1.- on-bite

office. In one contract reviewed, the PEB was composed of:

1. The Contracting Officer or his appointed Government

representative;

2. Six technical representatives from the Naval Air

Systems Command;

3. Three representatives of the Program Office;
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4. Two technical representatives of the Naval Sea

Systems Command; and

5. One representative of the Naval Electronics Systems

Ccmmand.

The researcher finds it difficult to understand how the EDO

L can receive a fair and equitahle evaluation from the PEB

without having on-site representation! With the exception

of one of the eighteen contracts reviewed, all the other

contracts had on-site representation on the PEB, and all

personnel interviewed, with the one exception, agreed that

PEB on-site representation is critical to the success of the

"program. A representative of the one contract which did not

have on-site representation cited "Program Manager's judge-

ment" as the reason for the lack of well-balanced represen-

tation. As one Business/Financial Manager indicated,

"on-site representation reduces needless criticism and prob-

lems for the PEB. " Ehile nearly everyone agreed that

on-site representation was necessary, it was not clear as to

the position and backgrounds t .- lese represntati von hould

have. Some advocated that it was only necessary to havc the

head of the on-site office as a member of the PEB; while

others advocated more balanced representation in terms of

specialty areas (Quality Control, Production, Finance,

etc.).
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Generally, all members cf the PEB are professionally

competent senior Government managers. One contract went so

far as to specify the composition of the PEB by subdividing

the board into voting and non-voting members. The seven

voting members consisted Cf the Program Manager,

Administrative Contracting Officer, a customer representa-

tive and members from both the Systems Command and on-site

office. Non-voting members here to be assigned by the

Chairperson (Program Manager) of the PEB to assist in the

proceedings and could consist of:

1. An evaluation coordinator who handles all administra-

tire actions for the PEB meeting to include: setting

up the meeting, assembling category representative

reports and othez pertinent information for hoard

members, serving as the point of contact with the

contractor and preparing a draft performance evalua-

tion letter to the FDO fcr the PEB.

2. The recorder who prepares minutes of the PEB

meetings.

3. Category representatives who analyze monitor reports

and present findings to the PEB.

4. Legal counsel (if desired by the Chairperson)

The researcher can see advantages (and no real disadvan-

tages) to including nhn-voting members on the PEB. It would
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certainly expedite the proceedings and provide clarification

where needed without having to adjourn the meeting.

2. Proceedinqs

Naval Material Command guidance on the PEB proceed-

ings are somewhat general [Ref. 92].

(1) The PLB shall meet as reasonably close to the end of
an award fee period as possille. Timely determination
of award fees is one of the upmost importance in making
the award process work. The board shall receive
reports, both oral and written, as considered necessary,
from all interested parties. A report will be presented
by the contractor. The PEE is encour_qejd (emphasis
added) to invite contractors to be present during the
presentation of these reports.

(2) At the conclusion of the PED meeting, the board
shall, _iL CIu_-ed DS.iuii, derive a final overall score
by category, i.e., technical, management, cost, etc.,
and report its recommendation including formal written
rationale for the score to the FDO.

Most PEB proceedings reviewed followed basically the

same format. A typical seqjuence of events for the conduct

of a FED me,-eti+ng would be as follows: . Ref_ 93]

1. Pertinent information for each voting member should

be assembled. This information should include:

a) Representative and monitor reports;

b) A summary of the impact of scoring on fee determi-

nation. This should include a breakdown of data

by rating, award fee Eercentage, and corresponding

dollar value for the award fee.
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c) A copy of previous period PEB recommendation

letters.

d) A copy of the performance ratings and criteria.

e) A list of key milestone events for the period.

2. The contractor is normally invited to attend the

first and second segments of the PEB meeting.

Attendance is generally limited to a few key manage-

ment personnel. Documentation used by the board is

not, nor should it bc- made available to the

contractor.

3. TI-e first segment of the PEB meeting, for participa-

tion of contractor personnel, normal ly consists of a

presentation by the contractor, if desired, followed

by questions presented to the contractor resulting

from board members review of Government and

contractor input. All representatives' presentations

for each category the contractor wishes to address

should precede auestions to the contractor. It is at

this point that the contractor's active participation

in the PEB should be comEleted.

4 1. The second zegment of the PEB meetinj generally

consists of a discussion led by predesignated

Government representatives as category leaders of the

pertinent points. This segment may be attended by a

top contractox management representative, usually 4
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above the program supervisors level, but should not

include further input by the contractor. The discus-

sion usually begins with a suamarization by the

category leader with a recommended score, followed by

comments from other board members. The contractor

representative who is present during this segment

assumes a passive role.

5. The third segment of the PEB meeting generally

consists of determining performaace ratings for each

score and finalizing a recommendation letter which

supports the ratings. The contractor is not to be

present during this segment. Any discussion of

performance should be to justify a recommended score,

but should not present any new information. Previous

period letters are to be reviewed so that members are

aware of previous ratings given in order to be able

to hignlight improved areas or continued problem

areas in making the evaluation of performance.

6. Each category leader then summarizes tie facts from

preformance ratings established during negotiations

and presents an adjective rating.

7. The scoring prccedure is either by member negotiation

(majority opinioIu) or averaging. Neither method is

recommended over the other; however, consistency from

one period to the next should be maintained. The
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system chosen for use shculd be a part of the imple-

mentation plan. In accordance with a pre-established

scoring sheet, the final rating is the weighted

average of the category scores. The PEB generally

remains in session until a final letter is agreed

upon by the voting members of the board for the FDO.

One Project Manager has developed a set of unwritten

rules for the conduct of the PFB proceedings. These rules

are applicable to any PEB evaluation process and should be

observed:

1. Board members do not intimidate witnesses;

2. Board members do not reveal to one witness what

another witness said;

3. Witnesses do not discuss their testimony with anyone

else, including other witnesses;

4. Witnesses testimony must be limited to the evaluation

period with no reference to the events outside the

period.

All PEB members interviewed indicated that, although not

formalized, there was general agreement that the above

guidelines were followed in most instances.

The above seguence of events discussed for the PEB

proceedings were common to all contracts reviewed, with one

exception. The one difference of opinion centered around

step two. Some Project Managers and Business/Financial
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lanagers felt strongly about not having a contractor repre-

sentative present during presentations by the Government

witnesses. It was felt that contractor representation would -

tend to intimidate the witnesses. Others indicated that

this was not a concern. The researcher does not take a

position favoring either side of the issue. On the one

hand, intimidation of the witness may be a possibility.

However, if the witnesses are professionaily competent,

senior managers within the Government's on-site office and

know that they have the support and backing of their super-

visor who expects them to be honest and present a true

picture of a contractor's perfcrmance, intimidation should

Lot be of concern. In addition, having the contractor

representatives present during the testimony allows serpior -.

contractor management to receive feedback "straight from the

horse's mouth,'. This represents just one more opportunity

to open and strengthen the line of communication between the

Government and the contractor. The decision whether to

allow contractor reresent+aties to b present durin,

Government witness testimony shculd remain with the discre-

tion and better business judgemEnt of the Project Manager.

Cne concern ccmmon throughout all PEB members inter-

viewed was that the testimony from Government witnesses

during the presentations and discussions too often did not

agree with or support the grade recomaended. Witnesses are
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generally mid-grade Government employees who work wi+h the

contractor on a daily basis. One of two situations gener-

ally existed. The first is that the grades recommended were

often too low compared to the written input to the board.

For example, a recommended grade of 70 percent would be

accompanied by a description that indicates "performance is

oatstanding in most respects, with a few areas of major and

minor deficiencies". The seccnd situation encountered is

just the opposite, where a recommended high grade is

supported with a relatively weak narrative description.-

The obvious solution to the problem described in the

I% above paragraph is a formalized training and education

process for those who provide testimony to the PEB. -•

Witnesses must realize the impact their testimony has on the

PEB's proceedings and the eventual determination of award

fees. This training should include how to write evaluations.

which support the reccmmended grade.

C. AUTHORITY OF THE YEE DETERMINATION OFFICIAL

An examination of the last key element in the evaluation

of the fee determination process is appropriate; that is, an

examination of the role and authority vested in the fee

Determination Official (FDO)

I--.
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I. Role of the Fee Determination Official

The FDO is the single most important individual in

the fee determination process. In all contracts examined,

the FLO was the Project Manager. In the arena of major

weapon systems acquisition, it is logical for the Project

Manager to assume the role o! the FDO. This function

provides the Project Manager an additional opportunity to

",,stay on top of the project" and be effective as the manager

of the project. Every person interviewed indicated that an

effective Project Manager wculd want to assume this

function.

As discussed earlier in this chapter, the FDO may or

may not be a member of the PEB. If the FDO is a member of

the PEB, then the FDC will assume the additional responsi-

bilities of PEB Chairperson.

2. Authority of the Fee Determination Official

The Naval Material Ccmmand vests the following

authority in the FDO: [Ref. 94].

The FDO shall, based on the recommendation of the PEE
and any other pertinent infcrmation known, determine
(emphasis added by the researcher) the award fee for the
period in question.
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The final award fee determination rests with the FDO, and --

only with the FDO.

The findings of the FEB are only recommendatioas to

the FDO. The FDO is not bound to follow the recommendations

of the PEB, and may in fact modify the amount of the award

fee based on "other pertinent information". How often does

the FDO disagree with the recommendations and input from the

PEB? In analyzing interviews conducted, the answer to this

guestion really depends on whether or not the FDO plays an

active role in the PFB. If the FDO is a member of the PEB,

all of the concerns of each member, including the FDO, are

expressed prior to the determination of a grade. If the FDO

disagrees with a determination, at least tha FDO sat in on

the PIB proceedings and is familiar with the logic behind

the decision. In all cases involved in this study where the

FDO was also a member of the PEB, the FDO accepted the

recommendations of the PEB and never modified the recom-

mended score.

In cases where the FDO did not sit in as a member of

the PEB, cases of both agreement with the PEB recommenda-

tions and disagreement were found. In one contract reviewed

where the FDO was not a member of the PEB, the FDO always

accepted the PEB's recommendations and never modified the

amount of the award fee. Those individuals associated with

this program insisted that the FDO's findings were not a
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"rubber stamp," that the findirgs were complete and exten-

sive covering all ccncerns and questions of the FDO. In

this case, the PEB Chairperson was also the Deputy Proyram

Manager. As indicated by the Business/Financial Manager,

the "Program Manager's concerns are also the Deputy Program

Manager's concerns. We all have to live and work together."

in those cases where the FDO did not sit in as a

member of the PEB and disagreed with the recommendations

provided, the FDO would frequently modify the amount of the

award fee. In no case observed did this modification result

in a lower award fee being awarded to the contractor, ani

most modifications were modest (I to 2 percent) increases.

The reasons given for these modifications were in all cases

"valid reclamas" from the contractor.

a. Potential for Abuse

It is interesting to note that the NAVMAT

guidance requires the PEB to report its "recommendation

Jincluding formal written rationale for the score to the I'D)U

[Ref. 17]. If the FDO does nct agree with the recommenda-

tions of the PEB and modifies the award fee, no guidance

available requires the FDO to document the rationale for

this decision. In one contract examined, the PEB recom-

mended the following ratings for the evaluation factors

indicated:
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1. Technical: Satisfactory

2. Schedule: Marginal

3. Design to Cost: Satisfactory

4. Cost Control: Marginal

5. Management: Marginal

These ratings reflect the follouing definitions:

1. Satisfactory Performance: Represents 56 to 75

percent of the potential award fee. The contractor

has demonstrated an overall level of performance

which meets the contract reuirement3.-

2. Marginal Performance: REpresents 26 to 55 percent of

the potential award fee. The contractor has demon-

strated an overall level of performance which is r

below the contract requirements.

Wiithout "apparent"' justification, the FDO (who

was also the Project Manager) modified the PEB recommended

grades to the following:

1. Technical: Satisfactory

2. Schedule: Satisfactory

3. Design to Cost: Good

4. Cost Control: Satisfactcry

5. Management: Satisfactory ,.

A "Good" grade represented 76 tc 85 perceut of the potential

award fee and the contractor demonstrated an overall level
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of performance which is slightly higher than contract

reguirements.

While there may be sufficient justification for

the modifications, this information was not available either

in the contract file or from those in the Program Office.

The FDO has retired and was not available for questioning.

Nevertheless, four of five grades were increased without

apparent documentaticn. K

D. DATA/TREND ANALYSIS OF AUARL FEES

Data from eighteen CPZF ccntracts, representing four

different Project Offices, were obtained for review and

analysis. These eighteen contracts had 117 individual eval-

uation periods. The approximate total cost estimate for

these eighteen contracts exceeded approximately Z2.271

; illion. As a condition of making the data available, the

researcher agreed t.o sanitize the data so that it would not

be possible to identify any particular data set to the asso-

ciated contract or Program Office. These data, tabulated in

raw form, are presented in Appendix E.

The data were examined in three ways; by individual

contract, by Program Office, and finally, by combining all

data from every contract into a single data set. Each of

these three combinations will bc discussed in the following

sections.
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1. Data From Individaal Contracts

The evaluation period for each of the eighteen

contracts was three months in duration. Statistical data J
were extracted from the raw data found in Appendix E for

each contract and are presented in Table 4 These data

included the minimum score awarded as a percentage of the

amount of funds available in the award fee pool, the maximum

score awarded as a percentage of the amount of funds avail-

able in the award fee pool, the statistical mean, the stan-

dard deviation, and the median of the amount of the award

fee earned by the contractor. In addition, a correlation

was derived between the "age" of the contract and the award

fee earned. As the contractor's performance progressed and

gained experience, was the contractor's behavior modified in

response to the evaluation criteria and feedback provided by

the FDO? If this was the case, one would expect it to be

reflected by a strong positive correlation. On the other

hand, if the contractor's performance did not improve, this

may be reflected by a lower award fee as the contract

progresses and would represent a negative correlation. The

statistical data presented in Table 4 have been tabulated by

contract corresponding to the same contract number found in

Appendix E.
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As can be seen from Table 4, generalized statements

cannot be arrived at concerning individual CPAF contracts.

The minimum scores range from 29.4 percent to a high of 95

percent, while the maximum sccres run from a low of 43.4

percent to a perfect score of 100 percent. It is not

intended to select a particular contract for comment;

however it should be noted that a score of 100 percent

implies that the contractor did everthikan right! While.

certainly not impossible, a score of 100 percent raises

questions about the quality of the evaluation criteria and r -"
almost mandates a close examination of the criteria. 'Ihe

evaluaticn criteria which result in a perfect score iml].ies

that only the contractor's strengths were targeted in the

evaluaticn criteria, ard perhaps other areas of potential

weaknesses shoald be examined for evaluation criteria in

subsequent CPAF contracts with the contractor in order to

provide proper motivation. In the particular case where a

contractor earned a perfect sccre, this 100 percent grade-Law the end" Of ccntract performanc. Figure

5.1 shows that as the contractor gained experience and

continued to be motivated to achieve higher scores, the

scores did in fact increase over time, culminating in a

perfect score at the end of contract performance. This is

one example of how the "carrot and stick" approach to moti-

vating behavior is utilized.
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Percentage

Earned -

100+ *

90+

80+ * * *-

0.0 6.0 12.0 18.0 24.0
EVALUATION
PERTOD .

,-..-

Figure 5.1 Progression of Award Fees.-

The mean scores ranged from a low of 33.7 percent to

a high of 96.5 percent, while the standard deviations ranjed

frow a low of 1.3 percent to a high of 12.4 percent. The

correlationis ranged from a strong positive correlation of

99.8 percent to a strong negative correlation of -88.0

percent. Figure 5.2 shows graphically a positive correla-

tion between time and the amount of award fee earned. As
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EVALUATION -
PERIOD l"

Figure 5.2 Award Fee Data With Positive Correlation.

the contractor progresses through performance, gains experi-

ence, and remains motivated to improve, this is reflected in-

higher award fees. On the other hand, Figure 5.3 demon-

strates a situation with a t•egaticTe correlatior. between time

and the amount of award fee earned. As the contractor

progresses through time and Co(eýs not reiuain motivatEd,

resulting in deteriorati.rgq per-ormance" lower award fees

over time are appropriate.
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Figare 5.3 Award Fee Data iith Negative Correlation. .

2. Prooram Office Data

Data for the eighteen individual contract-s fouoA in

Appendix E were cotbinad into their respective four Program

Offices. Statistical data were then extracte:d y the

researcher by PrograD. Office and follows Table 4 format.

Table 5 presents thesc data.
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Program office number four is repre- -'ted by ten

contracts, Program Office numbex one by six contracts, and

Program Offices two and three by only one contract each. It

is interesting to examine the histograms from Program

Offices one and four. These histograms are presented in

Figures 5.4 and 5.5 and represent the amount of award fee

earned expressed as a percentage of the amount of fee avail-

able in the pool. Histograms from Program Offices twc and

three are not provided because of the relatively saall

I I. _- •

I L~IMIDDLE OF NWUMEER OF I
IN ,• • VAL n .V- 0 I S

0.7.4 001
0.76 2 ** I

I 0°.78 0 i

| 0.82 3 ***
I 0.84 2 ** !
I 0.86 7 ******* I

0.88 7 ******* I
0.90 10

!~ ~ 0 = 92 1 4 ******** '['
1 0. 94I 6 ** **1""
I 0. 96 8 **** -'

0.98 6
1.00 1 *

Figure 5.4 Program Office Number One Histogram.
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i 0.3 1 * I
0.4 2 ** I

I 0.5 0 I
0.6 2 ** I

I 0.7 4 **** I
I 0.8 12 ************ I
I 0.9 8 ******** I

1.0 2 **
I I
I I

Figure 5.5 Program Office Number Four Histogram.

number of total evaluation periods available in the two

contracts involved; no significant trends are evident. The

reader may obtain this information, if so desired, by I
reviewing Tables 13 and 14 in Appendix E. In examining

Table 5, the researcher could detect no significant data or

trends. Data in Program Office's two and three must be

discounted because they represent single contracts rather

than combined contracts as in Frogram Offices one and four.

Nhen examining the contract data in Program Offices one and

four, there is no significant correlation between the "age"

of the contract and the amount of award fee earned by the

contractor.
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It cannot Le concluded from these two Program Offices that

as the contractor's rperformance progresses, there is a posi-

tive motivational impact on the contractor which would be

reflected in higher award fees earned (with a strong posi-

tive correlation between time and award fee earned). One

possible conclusion is that there is little or no positive

correlation between time and the amount of award fee earned

for any single contractor within individual Program Offices;

indeed, Program Office four sho's a negative correlation.

An examination of Figures 5.4 and 5.5 show that the

two Program Offices tend to skew the amount of award fee

earned, expressed as a percentage of award fee available in

the pool, to the high side of the scale, i.e., 80 percent

and above. This is karticularly evident in Figure 5.5 and,

as will be seen later, this is also true throughout all

Program Offices.

3. Combined Contract Data

Data found in Appendix E weLe &,u-ubiLe into one

single data set from which statistical data could be

extracted. These data are presented in Table 6 The histo-

gram for this data set is presented in Figure 5.6 and repre-

sents the amount of award fee earned expressed as a

percentage of the amount of fee available in the pool.

r
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TABLE 6

Statistical Data From All Contracts Combined -

Minimum Maximum Mean Standard Median '
Score Score Score Deviation Score Correl.

.294 1.000 .839 .127 .877 .247 .

As can be seen from Table 6, there exists a slight

correlation (24.7 percent) between the "age" of the contract

and amount of award fee earned. The general tendency

appears to be to increase the anount of the award fee earned

as contractor performance progresses,. As seen earlier, this

generalization cannot and should not be applied to indi-

vidudl coittaUt.- or inGdiVidUdi FL4OQLLA,, o01iC.U"S.

The histogram shown in Figure 5.6 shows a definite

skewing of the award fees to the high side (i.e., 80 percent

and above) for all contracts combined. It is logical to

assume that in most cases these high awards are the direct

result of a skewing to the high side of recommended grades

to the FDO from the PEB (assuming that the FDO does not
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Figure 5.6 Histogram for Combined Contract Data.

unilaterally increase the award fee with or without proper

justif iCai+ ,) nhri.r annpars tn be a general tendency to

award high grades.

The qulestion then becomes "What is a high grade?"

Twelve of the eighteen contracts reviewed had a three

P percent Lase fee and a twelve percent award fee. An

"average,, grade has not been defined. However, if an

average grade were defined as 50 percent, then an average
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3% Base Fee + .50(12% Award Fee) = 9% (5.1)

total fee would be as shown in equation 5.1 if "average"

performance were to equate to an 80 percent award fee (as it

appears to be the case with award fees skewed to the high

side), then an average total fee would jump to 12.6 percent,

3% Base Fee + .80(12% Award Fee) 12.6% (5.2)

equation 5.2 shows this. With a 90 percent "average" score,

the total fee earned would be 13.8 percent. Equation 5.3

demonstrates this.

This skewing of award fees to the high side can

create problems for the Contracting Officer at a later date

3% Base Fee + .90(12% Award Fee) 13.8% (5.3)

during subsequent contract negctiations. As a particular

project matures, the type of contract is more than likely to

migrate from a cost-reimbursesent type of contract to a

fixed-price type of contract. As this occurs and the

contractor assumes a greater share of the risk, the

contractor should expect to be compensated for the greater

assumption of risk through higher profit (or fee). I1 the

contractor has been earning 12 to 14 percent on a CPAF
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contract, it may be impossible to get the contractor to

agree on a profit rate of 10 or 11 percent on subseguent .O

fixed-price contracts. Although the researcher does not

propose that 10 to 11 percent should be the standard profit

on a fixed-price type of contract, some interviewees indi- S

cated that there does seem to be a "10 percent mentality"

when discussing fixed-price profit rates. As shown in equa-

tion 5.1, an average grade of 50 percent would result in a 9 .

percent total fee, making it easier to transition to a fixed

price type of contract with a profit rate of 10 to 11

percent. 0

Although weighted guidelines do not apply to CPAF

contracts, [Ref. 86] a brief examination of the weighted

guidelines was conducted to determine the impact on the fee

if weighted guidelines did apply. The percentage range for

fee objectives for a CPAF contract was selected by the

researcher as 1.5 to 3 percent, to reflect assum.ticn of ..

cost risk for a cost reimbursement type contract with a

"relatively" high degree of risk, and 4 to 6 percent for a

FPIF contract with multiple incentives. If all weighted S

guideline elements, with the exception of contract cost

risk, are held constant, then thý difference in fee/profit

can be attributed to only the assumption of cost risk. _

Using a measurement base of $100,000 for simplicity, the

CPAF contract fee would be between $1,500 and $3,000, and

1
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the FPIF profit would be between $4,,000 and $6,000. Notice

that in all cases, the CPAF fee would be below the FPIF

profit objective. When the project then migrates from a

CPAF contract to a fixed-price type of contract, the

contractor would then realize an increase in profit/fee. In

reality, this is not the case when the OPAF fee is between

12 to 14 percent and -the Government attempts to negotiate a

profit objective of 10 to 11 percent on a fixed-price type

of contract.

It appears logical to conclude then that the general

tendency is to award grades which are too high. As shown in

Table 6, the mean (or average) award fee was nearly 84

percent, with a median award fee earned of nearly 88

percent.

E. CCNCIUSIOI Ph-

Proper administration of CIAF contracts is critical to

the success of the award fee concept. For CPAF contracts to

succeed, the concept of a post-performance subjective evalu- q

ation by the Government must have the support of the

contractor. For this to occur, the contractor must feel

that a fair and equitable evaluation is being conducted.

Because of this, the PEB must have representation from the

on-site office as a member of the Board.
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This idea of a fair and equitdble evaluation is also a

two-edged sword. The evaluation must also be fair and egui- .

table to the Government. As pointed out earlier, the poten-

tial exists for the FLO to abuse his authority. In thr one ,->-

instance cited earlier, the FDC appears to have abused his P

position by raising the recommended grades of the PEB

without documented justification. The reverse is also

possible; the FDO could also lower the recommended grades. .

In either case, controls over these possibilities are

needed. Such controls should include the FDO justifying his

actions in writing and filing this documentation for futureP

refer ence.

WE
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VI. CONCLUSIONS AND RECOMMENDATIONS

A. CONCIUSIONS

The following conclusions aFply to this research effort:

1. IPProvements to the awa.ýd fee determination process

are needed. The process needs to be improved for two

reasons. First, as discussed in Chapter IV, section

B, CPAF contracts are being criticized as "give away"

programsj, particularly when roll over provisions are

used which are considered "gifts to the contractor"

and allow the contractor "multiple bites at the

apple." The second reason the award fee determina-

tion process needs to be improved is that CPA?

contracts do not have the full support oif those who

currently sqt policy. As discussed in Chapter II,

s6cLion E, anid irn ChapLer YV, secLiou B, this lack o-

support, or confidence, is reflected in increased

xestrictions on the use of CPAF contracts.

Specifically, these increased restrictions include a

threshold of $25 million on the use of CPAF

contracts, and that use of carry forward provisions

for unearned award fees are e&retss-. pLrohibi ted d-

without prior approval from Chief of Naval Material.
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2. The base fee is generally too hiqh. As discussed in

Chapter IV, section A, the majority of Government..

personnel interviewed indicated that the base fee

should be three percent. However, these individuals

seem to have lost sight of the basics and could not

logically supjort a three percent base fee, other

than "it's authorized in the FAR" or "it appears to

be the standard." As Dr. Meiners indicated, "the

base fee, when originally conceived, was intended

only to cover the contractor's unallowable costs,

which historically havE been two percent." This

naturally assumes that there is a potential for the

contractor to earn none ot the fee available in the

award fee pool. Dr. Meiners also indicated that

"there is no ether type of contract where funds are

set aside specifically to cover unallowable -.

expenses." These expenses are normally covered by .

the standard profit or fee the contractor earns. The

use of a base fee should only be for those situations

where the Government and the contractor are so

concerned with and anticipate a large number of

uncertainties that the ccntractor will earn only the

base fee. This would certainly be the exception

rather than the rule.
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3. The current restrictions on the use of roll over

2o!isions shoul__d .be ea-ed. As discussed in Chapter

IV, section circumstan'ces may exist which favor

use of 0oll over provisicns. Use of roll over provi-

sions should be an option to provide management flex- Lt -
ihility to the Program Manager.

4. Performance ratings a-d perf or manace- evaluation

critccia are too subecotive. As seen in Chapter IV,

section C, the most commonly used performance rating

is the adjective-type standard rating system which

indexes a perfoLmance quality adjective and corre-

ssonding explanation to a percenitae ot the potential

award fee availab.Le durin~g the evaluation period. "

Similarly, evaluation criteria tends to be too broad

and not well-defined. Tihis leads to confusion and -

exposes the award fee determination process to

criticism.

5. The following four criteria must first be examined in

determining h.e Žnsqth of the evailuation Leriod:

Proj.ected engtih of the contract, contract .-.

cornplexit, size of the contract, and administrative

Ie uirements. As discussed in Chapter IV, section D,

there is no cookbook solution to determining the

length of the evaluatiov period. Such a decision,

however, should not be made if any of the above four
IF
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elements are not first considered in the decision-

making process.

6. Awgfi §. ~4~2aformulas have teptnilc

awardin2 the contractor for unsatisfactory per.form-

ance and can be difficult to understand. As seen in

'Chapter IV, section E, the criteria in selecting a

formula are that it shculd be relatively easy to

understand, leaves little room for confusion, is not

subject to interpretation, and does not reward the

contractor for unsatiszactory performance.

7. A fair and objective evaluation of the contractor

requires that the Performance Evaluation Board have

on-site field office titLieseuiLation. A sen e i 1r-

Chapter V, section B, on-site representation reduces

needless criticism and froblems for the PESO One

contract reviewed lacked on-site representation onr

the PEB, and was the sutject of severe criticism for

not being well-balanced.

8. The potential exists for the Fee Determination

official to modifv award fee recommendations without

anant• juis tification. As seen in Chapter V,

section C, in one conitract examined the FDO unilater-

ally rdised four of five recommended grades without

apparent justification. Although the exception

rather than the rule, the FDO has the authority to

Fl 151

- ...



unilaterally adjust reconmended grades from the PEB.

While there may be sufficient justification for the

modifications, this information was not available

either in the contract file or from those in the

Program Office.

9. Development of a training pro:ram for CAF coatracts-

which can be exTorted to var-ous commands is needed.

As discussed in Chapter II, section F, one of the

disadvantages of CPAF contracts is the complexity

inherent in administering the contract. A formalized

training program for CPAF contracts currently does

not exist.

10. Award fees 1rovided under CP.F contracts have a

tendencX to be too high. As discussed in Chapter V,

section D, the average award fee is nearly 84 percent .

and the median award fee is nearly 88 percent. In a r

contract with a three percent base fee and a twelve

percent award fee, the total fee earned by the

contractor (given a recommended award fee of 84

percent) is over thirtEen percent. This creates

serious problems when the program migrates from a

cost-reimbursement type cf contract to a fixed-price

type of contract.
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B. P3!CCI--ENDATIONS

TIhe following recommendaticns are appropriate for this

study:

1. That the base fee be zerc, as a eera rule, unless

stronj evidence exists which supportjs the use of a.

base fee between zero and three percent. This recom-

mendation would accomplish two things. First, it

would result in the total fee earned by the

contractor to be lower. For example, if the award

fee pool were 12 percent with a base fee of three

percent, total fee earned by the contractor would be

12.6 percent with an award fee grade of 80 percent.

However, if the base fee were zero, and the award fee

Fbol were 15 percent, total fee earned with an 80

percent award fee grade would be only 12 percent.

This would make it easier to transition from a cost-

reimbursement te of contract to a fixed-price type

of contract. Secondly, use of a zero base fee would

reduce criticism that award fee contracts are "give p"
away" programs. This recommendation is significant-

because it contradicts "traditional" attitudes toward

use of base fees and reluires that attitudes be

adjusted throughout the acquisition community. This

recommendation ma; be implemented through
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promulgation of a policy statement or instruction at

the Systems Command level.

2. That the Chief of Naval Material ease the current

restrictions on use of roll over pro visions for the

award fee pool. This recommendation would return

management flexibility tc the Program Manager. This

recommendation is significant because roll over

provisions have been, and will continue to be,

controversial. Implementation would reguire a modi--

fication to current NAVMAT policy in NAVUAT

Instruction 4280. 1A.

3. That performance ratinjs use only numerical descri--

tors rather than numericeadlective ratings. This

recommendation makes tte award fee determination

process less subjective, and thus more objective, by
creating relativity for the performance rating when

compared against a perfect score of 100 percent.

This recommenAation is also controversial because

there are those who favor use of combined numeric and

adjective rating systemw. This recommendation may

also be implementea through promulgation of a policy

statement or instructicn at the Systems Command

level.

4. Tha4t gjiidance be pE21!ulaated outlining the desired

Le th of detail for evaluation criteria. As the
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evaluation criteria becomes more detailed, the

subjectiveness inherent in the award fee determina-

tion process is reduced, thereby eliminating some of

the criticism being levied against award fees. This

recommendation is.significant because the tendency is

to promulgate broad, ncn-specific guidance leaving

room for interpretation and adjustments to individual

programs. In the researcher's opinion, evaluation .

criteria is one area vhere detailed guidance is

appropriate, and may be promulgated through a policy

statement or instructicn at the Systems Command

level.

5. That "loqistics supor tabilitv" be included as a

fourth evaluation element. This recommendation would

increase the number of evaluation elements most

commonly used to four. These elements would be

technical/management performance, schedule perform-

ance, cost control, and logistics supportability.

This recommendation is necessary to give i(jyiztius

supportability proper recognition and support from S

management, and can be implemented through a policy

statement or instructicn at the Systems Command

level.

6. That auidance be promulg.ated U"hi,!hl. recommendinq"

on-site representation on the Performance Evaluation
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Board. Although lack of on-site PEB representation

occurred in only one contract and may be an isolated

incident, this recommendation closes a significant

loop-hole in current guidance. This recommendation

would help prevent future "apparent lack of fair and

objective evaluations" and thus help eliminate a

source of award fee criticism. Implementation is

possible through a policy statement or instruction at

the Systems Ccmmand level.

7. That if the Fee Determination Official should op to

modify the scores recoamended by the Performance

Evaluation Board and/or the award fee, the reasons

and logic Lor this acticu should be well-documented -

in writing and retained in the contract file for

future reference. The TDO should retain the flexi-"

bility to disagree with the PEB and modify the award

fees. The responsibility to determine the award fee

is inherent in the position of the FDO. However,

this recommendation will help limit the potential for

abuse of this authority, even if all that it accom-

plishes is to make the FDO think twice prior to

taking such action. This recommendation is signifi-

cant because action must be taken to eliminat*ý the

potential for even "apparent abuses of the FDO's

authority." Implementation is possible through a

156



policy statement or irstruction at the Systems

Command level.

8. That a training Progyram for CPAF contracts be devel-

pEfd wIhich can be elo rted to commands usi n CAjF

contracts. Such a program should include contractor

motivation factors, evaluation criteria and methods,

responsibilities of those who monitor contractor

performance and provide input and testimony to the L,

PEB, as well as other factors unique to CPAF

contracts. This recommendation fills a void and true -

need for those who use CPAF contracts in the field,

and is significant because no such program currently

exists. Ideally, implementation can be achieved

through the Chief of Naval Material providing funds"I

for a-n educational. institution to develop and export

such a program to the field.

9. That piidance be promul~gaLed which identifies _qade 2

structures for "averagE" performance. As seen

earlier, awaxd fees prcvided und..r CPAF contracts

have a tendency to be tco high. FDOs must gain an D.

awareness of the impact high award fees have on the

future and make neceszary adjustments. This recom-

mendation would result in lower fees earned by the I

contractor who is "average" where "average" is

defined as 50 percent rather than the current 84
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percent. This recommendation would also help reduce

the criticism that CPAF contracts are "give awaay"

programs. The significance of such a recommendation

is apparent. Defease ccntractors can be expected to

react negatively to such an action. However, if the

contractor is to be fairly compensated (fair for both

the Government and the ccntractor) for the assumption

of risk, the lowering cf CPAF total fees is appro-

priate. Without the prcmulgation of such guidance,

th., skewing of award fees to the high side will prob-

ably continue and may in fact grow. This will

continue to make it difficult to migrate from a cost-

reimbursement type of contract to a fixed-price type

of contract. Implementation of this recommendation

is perhaps best through a policy statement or

instruction issued by NAMtAT.

C. AS.SWERS TO RESEARCH QUESTIOVS

1. What are the key characteristics of the award fee

determination process under CPAF contracts for iajor

Weapon Systems acguisiticn and how might this process

be improved?

Identification of the key characteristics of theI.<

award fee determination. jjrocess is really a two step
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process. The first stel involves an examinaticn of

pre-award activities and the development and struc- P

turing of contract elements which influence the award

fee determination process. These elements and activ-

ities include the formulation of the base fee, deter- P.

mining how the award fee pool is to be used,

formulating the evaluation criteria and performance

ratings, determining the length of the evaluation .

period, and finally, development of an appropriate

formula to compute the fee. The second step involves

contract admi~nistration functions in terms or evalu-

ating performance and fee determination procedures.

This step includes an examination of the PEB composi-

tion and proceedings as well as the role and I . .•

authority of the FDO. This process can be improved

through the implementation of the recommendations of

this study which include:

a) Use of a base fee of zero as a general rule;

b) Easing of the current restrictions on the use of

roll over provisions;

c) Performance ratings should use only numerical

descriptors;

d) Use of more detailed evaluation criteria; -

e) Include "logistics supportability" as an evalua-

tion element;
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f) Promulgating guidance "highly recommending"

on-site representation on the PEB;

g) That the FLO be required to document in writing

any modifications to the recommended award fee;

h) That a training program for CPAF contracts be

developed; and

i) That guidance be promulgated which identifies

grade structures for "average" performance.

2. What are the basic concepts and assumptions in the .

award fee determination -rocess? - -

The basic concept is that the award fee determinat-ion

process is a unilateral subjective evaluation,

conducted by the Government following contractor

performance, which is nct subject to dispute by the

ccntractor. The basic assumption is that the evalua-

tion is fair and equitalle, both to the contr-actor

-- ,- to th C-overnmant.

3. What are the key c-iteria used to evalurate contractor

perf ormance and how have these criteria been

utilized?

Three criteria have been most often used. These are

technical/management Lerformance, schedule perform-

ance, and cost control. Some contracts have broken
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out "management performance" as a separate element.

In addition, "design-to-cost" has been used at times. .

A fourth element, logistics supportability, is recom- -."

mended for consideration as one of the key evaluation

criteria as this area grows in importance. The -

problem with use of all criteria generally has been

that they are vague and not well-defined. More

detailed information in the criteria can reduce scme I

of the subjectivity in -the process and add an element

of objectivity, which is needed to reduce criticism.

4. What. are the significant issues and problems in

contractor performance evaluation?

In addition to vague and not well-defined evaluation -

criteria, formal training for those directly respon-

sible for providing input to the PEB and FDO does not

exist. The potential exists for the FDO to abuse his .-.

authority and either increase or decrease the recom-

mendations of the PEB without apparent justification.

Lack of on-site representation on the PEB is also _

another potential problem. Another issue involves

determination of the length of the performance evalu-.

ation period. --
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5. lihat guidelines are used by the FDO. in determining

the quality of contractor's performance and amount of

award fee?

Formal guidelines provided by the Naval Material

Command leave maximum flexibility and use of profes-

sional judgement to the IDO [Ref. 95].

The FDO shall, based on the recommendation of the
PEB and any other pertinent information known,
determine the award fee for the period in
question.

6. What input does the contractor have in the award fee

determination process?

Very little. The evaluation criteria is subject to

negotiation prior to formalization of the contract.

Once the process is in place, most PEBs allow the

contractor the opportunity to make a presentation, if

desired, to the PEB which is followed by questions

presented to the contractor resulting from hoard

members review of Government and contractor input.

7. What modifications should be made to improve the fee

determination process?
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The award fee determination process can be improved

through implementation of the recommendations of this O

study and particularly by.-

a) Use of a base fee of zero as a general ruie;

b) Easing of the restrictions on the use of roll over

provisions;

C) Use of only numerical descriptors for performance

ratings;

d) Use of more detailed evaluation criteria;

e) Including "logistic supportability" as an evalia-

tion element;

f) Promulgating guidance "highly recommending"

oL-S..e repLesentatio, .on te.

g) That the iDO be required to document in writing -

any modifications to the recommended award fee;

h) That a training program for CPAF contracts be.

developed; and

i) That guidance be promulgated which identifies

grade structures for "average" performance.

8. How are funds utilized which remain in the award fee

pool after the award fEe determination decisicn is

made?

Two schools of thought exist, and both are currently

in use. The first is that once the contractor is

163

.A



awarded funds from the pcol, any funds which remain

in the pool should be lcst as far as the contractor

is concerned. These funds would then be recouped by

the Government and used for other purposes. The

second school of thought is that a percentage of the

funds which remain in the pool be rolled forward into

subsequent evaluation Eeriods, thus giving the

contractor a "second bite at the apple".

9. The amount of the award fee is limited by the size of

the award fee pool. Measuring the award fee as a

percentage of the award fee pool, what trends, if

any, aze evident?

Generalized statements ahout individual contracts are

not possible. As a ccntractor progresses through

contract performance and gains experience, a positive

correlation between evaluation period and award tee

earned should result. This should occur because the

contractor "learns" bow to respond to the

Government's feedback, nakes the appropriate adjust-

ments, and shows improved performance during subseq-

uent evaluaticns with a payoff of higher award fees

earned. This indeed occurred in several situations.

However, negative correlations also were evident.

When examined in a comlined data set, a definite
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skewing of award fees to the high side (i.e., 80

percent and above) occurred. The average award fee

was nearly 84$ percent and the median award fee was

nearly 83 percent for the combined data set. Award

fees this high, when the contract has a three percent

base fee and a twelve percent award fee provision,

results in a total fee earned of between twelve and

fourteen percent, making it difficult to migrate to a

fixed price type of contract with a target profit

objective of ten or eleven percent.

D. RECOM•ENDATIONS FOR FURTHER STUDY

1. That a cost-benefit analysis be conducte31 to measure

t~he benefits and costs of administering CPAF

contracts. if the cost of administering a CPAF

cont.ract is in excess of any benefits which may;

accrue to the Government, a contract form other than.

CPAF should be utilized. The problem then becomes

one of how to measure the benefits and costs of

administration.

2. Examine the development of a training program and

manual for CPAF contracts for both contract formula-

tion and administration,

--. 165

------------------------------------- -......................-



3. Development of a model tc be used in identifying the

appropriate weightings to be applied to the evalua-

tion criteria daring specific phases of the project.

How much weight, for example, should be applied to

cost control and in what phases of the contract?

16-

16 6°<'

* . . . . . . . . . .. . . . . . .



"L-'

APPENDIX A

INTERVIEW QUESTIONNAIRE

A. GENERAL

1. What is the purpose, as you perceive it, of a cost

plus award fee type contract?

2. Do you think that costs are adeauately considered in

the evaluation of the award fee?

3. Consider the proposal that it be mandatory for cost

controls to be at least 50% of the award fee evalua-

tion criteria. What is your reaction to such a ,--.j

proposal?

4. What do you think could most contribute to cost over-

runs on a CPAF contract and what should be done about

it? -

5. What level should the ba.se fee be set at? (i.e., C•,

2%, 50, etc.) What critEria should be used in making

this determination?

6. What criteria is used to determine the amount of the

award fee for the evaluation period?

7. How long should the award fee evaluation period be?

What criteria should be used in making this

determination-?
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8. hhat do you see as the key characteristics of the

award fee determination frocess?

9. What do you see as the basic concepts and assumptions

in the award fee deterxination process? (Descriptive

response)

10. What do you see as the najor factors/characteristics

inherent in the process and how do they contribute to

the award fee? (Evaluative response)

11. What do you see as the key criteria to be ust

evaluate contractor performance and how have \V .':

criteria been utilized?

12. What are the significant issues and problems in
M--

contractor performance evaluation?

13. What input does the contractor have in the award fee

determination process? What input should the

contractor have?_-

14. Why do award fee provisions generate controversy in

the contract environment!.

15. How do you view the award fee determination process

and what are your likes and dislikes?

16. What criteria are available to evaluate contractor

performance?

17. How are funds which reaain in the award fee pool,

after the award fee determination decision is made,

utilized? How should they be utilized? .
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18. If you could do two or three things to modify and

improve tihe award fee determination process, what ,

would they be?

B. FEE DETERSINATION OFFICIAL L

1. What positions and grades comprise the Performance .

Evaluation Board (PEB)? Do any members of the PEB

represent the on-site office? If not, why not?

2. What is your opinion of the quality of the input from

the PEB? How could the input be improved?

3. How often do you disagree with the PEB input and

recommendations?

4. Consider the proposal making it mandatory that the

PEB be composed of some representation from the

on--site office. Rhat is jour opinion ot that

Proposal? What kind of representation should this

be? What positions/backgrounds should the represen-

tatives have? (QA, auditing, finance, produc~tion, -

engineers, etc..).

5. WhaL kind of influence does the contractor's input

have on the fee determination? "

C. POLICY

What guidelines have been published to assist the -

PEB/FDO in thc award fee evaluation process?
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APPENDIX B

PERFORMANCE EVALUATION REPORT CRITERIA
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APPENDIX C

CONTRACTOR. PERFORMANCE EVALUATION REPORT

(j) Example of Contractor Performarnce Evaluation Report.
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APPENDIX D

EVALUATION CRITERIA

The following evaluation criteria considerations were

adapted, in part, from Naval Sea Systems Command Draft

Instruction 4700, "Surface Ship Availability Contracts," but 0

may be modified and utilized, where appropriate, with nearly

any type of CPAF contract for major weapons systems

acquisition.

a. Technicali/Management Performance

major considerations in the technical and.

management performance elements are:

I. The effectiveness of the management organization in

problem anticipation and avoidance, as well as imple-

mentation of timely corrective action in problem

areas which could impa-t successful coomn] eion of the

contract should be evaluated. Consideration should _

be given to the prevention of schedale slippage or

cost escalaticn through the use of budgeting tech-

niqlaes, material selection, subcontractor utiliza- ,o- -

tion, and manpower loading.
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2. The responsiveness of the purchasing organization in

obtaining and pi:oviding the parts, material and

eguipment necessary to maintain schedules should be

evaluated. Factors such as the Lumber of jobs held

up because of lack of niaterial, cost savings obtained

through the use of economic purchasing techniques,

and the avoidance of expenditures on such things as

premium transportation costs should be considered.

The selection of cost effective materials, when

several approved options exist, should also be

considered.

3. The responsiveness of the engineering organization in

issuing drawings, sketches, work item specifications,

technical instructions, and similar documents

required by the contract administrators should be

evaluated. Use of simple solutions and economic work

methods fcr job accomplishment should be considered.

The number of jobs held up for lack of engineering

information and rapidity with which engineering Irob-

lems are resclved should also be considered. The

degree of rework caused by inadequate contractor

technical documentations and solutions to rework

requirements should be considered.

4. S. bcontractor Mianagement: The ability of the

contractor to select, enhance competition, and
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effectively manage subccntractors, both material/

service vwudors and on site subcontractors, should be

evaluated. The schedule/cost impact of jobs held up

for vendor provided material, technical data and/or

delays caused by on site subcontractors should be

considered. Efforts made to keep subcontractor costs

to a minimum should also be considered.

5. cofigu-ation Control: Effectiveness in obtaining

materials and performing repairs and alterations in

conformance with approved drawings and technical data

should be evaluated. Tinely submission of configura-

tion control data to the Governaient should also be of

consideration.

6. Data ilanagement: '2Ihe effectiveness of ccntractor

utilization of Government Furnished Information (GFI)

should be evaluated. The contractor should be evalu-

ated on his effectiveness in detecting conseguential

technical errors in GFI Frior to production, and on

the effectiveness in working with the Government to

resolve such problems before they have an adverse

cost impact. '!he contractor should be judged on his

ability to apply GFI to engineering of work, and use

of GrI in installation, test, and checkout of

completed work.
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7. Quality Assurance; The effectiveness of the quality

assurance organization in fulfilling the in-process,

as well as the at-completion, quality regu'irements of

the contract should be assessed. Effectiveness in

identifying and cocrecting quality deficiencies and

their causes in a timely manner should be considered.

The contractor's managerent approach to fulfilling

the quality requirements of the contract, cleanliness

of interface work areas, and as-found testing

requirements should also be considered.

8. Effectiveness of the contractor's ability to control

costs and to avoid unnecessary cost increases should

be evaluated. Particular emphasis should be placed

on the contractor's ability to maintain the initial

budget and to make cost effective decisions with

respect to technical requirements, schedule, and

quality control.

9. Change Orders: The tinely submission of condition

reports by the contractor, cooperation in negotiation

of changes, and willingness to provide information

needed by the Government for timely negotiations

should be considered.

10. Liaison with the Project Manager and other

Government representatives should be evaluated. This

includes stability of the contractor project
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organization, established management procedures, and

contractor attitudes.

11. The use oZ Facilities capital Cost of Money for

productivity enhancing capital investments should be

considered. .

12. Contractor personnel management procedures should be

evaluated, including the minimization of turnover,

training programs, and apprentice programs.

13. Integrated logistics support efforts should be eval-

uated, including provisions of technical documenta-

tion, repair parts ordering, technical manuals, and

training.

b. Schedule Performance -.

Major considerations in structuring evaluation

criteria for schedule performance include:

1. Effectiveness in establishiny and maintaining a

timely and efficient scheduling system should be

evaluated. Particular emphasis should be placed on

establishment and timely updating of a scheduling

system that properly integrates contractor furnished

material, Government furnished material and produc-

tion labor, including subcontractor efforts, into a ,

rational and cost effective plan for completion of

the contract.
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2. Effectiveness in meeting preplanne, milestones should

be evaluated. Particular consideration should be

given to the r-ontractor•s ability to maintain

Fadequatc progress in anticipatirn of completion of

milestones.

SEffectiveness ini measuring sc;.:hedule progress using

prepl.anned milestones ard critical paths shouild be

evaluated. Cowmunicatic.i with appropriate Government

representatives regard ing appraisal of per fo rma ace .---

related to critxcal paths should be highlighted.

4. Effectivene:ss in the reccvey from and the cozrrection

or causes ieading to iuissed events SUo),,i3 be0

ccasidere d.

5. Effectiveness in integrating Goverament work items

into contractor schedules should be evaluated.

P~arti~ci-1lar emphasis should be placed on the coordina-

tion with apprzopr-.ate Government representatives of

milestones with joint re-Eponsibility.

6. Lffectiveness of manpowec utilization to meet plan-

n ing an J pioduction schedules should be evaluated.

This should include items such as meLhods and prýoce-

d.ur es to reduce the amcunts of prei-ium rime used to

winJ.nmize time lost on the. job and between jobs, and

to pertorm workh wi.th a reaso~nable number: of gua)J2.fied

pez:sonnt.i. The contractor's effect iveness in

173



controlling fluctuations of manpower re~juirements, sO,.-

as to enhance stabilization of overhead rates, bhould -

also be considered.

c. Cost Performance

Major considerations in structuring evaluation

criteria for cost performance include:

1 i Fffectiveness in meeting the cost performance plan .

submitted in the cost performance report should be

evaluated. Results of cost avoidance practices

should also be considered.

2 r.I.Co deratio(n should be given to the, t',mely and accu- - -

rate submission of the cost performance rep.ort and

cost status of funds r4.pcrt. _

3 E.fectivene-ss in irdentifying early cost and schedule

probleins, including timely variance analysis, as well

as effectiveness in deal-ig with identified problems, "

should be evaluated.
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APPENDIX E

PRESENWATION OF AWARD FEE DATA

Data from eighteen CPAF contracts representing four

different Project Offices were obtained for review and anal-

ysis. The approximate total cost estimate for these

eighteen contracts exceeded $2.271 billion. These data were

provided to the researcher ty evaluation period, and

included the amount cf funds available in the award tee pool

to be awarded during the evaluat.on period and the amount

actually awarded. From these da-ta the researcher calculated

the percentage of award fee earned. These data are

presented in the following tables. As a condition of making

the data available, the reseearcher agreod to sanitize the

data so that it would not be possible to identify any

particular data set to the associated contract or Project

Office. For this reason, the data tables have been labelcd

with generic titles.
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Contract Number 1 Award Fee Data

AWARD FEE AF7ARD FEE PERC ýXTAGE B
PERIOD r QOOL ]ARNED) EA RNED

1 130,335 112,088 .859
2 86,890 81,677 .940
3 88,173 83,764 • . 9'-
4 87,909 82, 634 9 39
5 88,259 63, 84f- .949
6 261,640 246.8 558. .950

- "..m.N•
I.:
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I- II

TABLE 81

Contract number 2 Award Fee Data "

AWARD FEE AWARD FEE PERCENTAGE
PERIOD POOL EARNED EARNED .

1 766,644 613,315 .80
2 808,245 678,926 .84
3 1,040,021 884,018 .85
4 1,183,159 1,017,517 .86
5 1,729,845 1,383,876 80 "
6 2,192,713 1,798,025 .82
7 2,728,907 2,046,681 .75 "
8 3,445,840 2,963,4123 .86 -
9 2,658,280 2,286,121 .85 -

10 2,244,326 1,840,347 .82 .
11 2,171,098 1,780,300 .82 "
12 2,242,872 1.913,728 .88 -
13 3,443,047 2,961,020 .86 .
14 1,902,860 4,427,145 .75
"15 2,190,540 - ,971,486 .90 ,r-1"
16 1,647,348 1,482,613 .90 1 I--1

17 1,969,844 1,871,352 .95 -
18 1, 579,2241 1,500,279 . 95
19 896,459 851,636 .95
20 864,613 864,613 1.00 0
21 232,208 225,242 .97 44
22 539,401 528,612 .98
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TABLE 9

Contract Number 3 Award Fee Data '

AWARD FEE AWAFD FEE PERCENTAGE
iE,&.hI OD OOL EARNED EARNED "

1 1,•489,600 1,385,328 .93
2 1,550,400 1,426,368 .92
3 1,068,320 1.,O01,254 .92
4 1,500,955 1,350,859 .90
5 1,575,201 1,433,433 .91
6 1,8145,451 1,679,460 .91 "
7 2,057,383 1,872,219 .91
8 2,310,171 2,125,357 .92
9 2,442,299 2,295,761 .94

10 2,306,236 2,121,737 .92 .
11 2,002,590 1,782,305 .89 .
12 1,683,578 1,481,548 .88
13 I,72b,049 1,•48 3.-5 i2 .86
114 1,651,687 1,387,4 :7 .81
15 2,050,300 1,947,785 .95
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TABLE 10

Contract Number 4 Award Fee Dati -

AVqARi) FBE AWARD FEE PERCENTAGE -
PERIOD POOL EARNED EARNED "

1 1,828,374 17236,955 95
2 1, 495,4_5'- -1,420,684 .95
3 1,546,386 1,484,531 .96
4 1,469,093 1,425,893 .97
5 1,953,867 1,914, 741 .98
6 2,497,812 2,422,878 .97
7 2,613,734 2,361,459 .98
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* I ~TABLZ 11I

Contract Number 5 Award Fee Data "

AWARD FEE AWARD FEE PERCENTAGE
PERIOD ECOL FkaRNED EARNED

1 1,834,960 1,688,163 .92
2 1,8314,960 1,669,814 .9 9
3 1,870,717 1,683,6t45 .90
4 2,974,795 1,605,072 .-87
5 2,343,169 2,108,852 .90
6 2,871,876 2,613,1107 .91
7 2,238,862 2,014,975 .90
8 2,547,463 2,292,716 .90
9 2,476,273 2,357,648 .87 1

10 2,590,823 2,357,648 .91 .

:'I-

I'
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TABLE 12 -

Contract Number 6 Award Fee Data

AWARD FEE AWARD FEE PERCENTAGE
PERIOD POOL EARNED EARNED -

1 1,834,960 1,688,163 .92
2 1,834,960 1,669,814 .91
3 1,870,717 1,683,645 .90
4 2,,974,795 1,805,072 .8'7 -
5 2,343,169 2,108,852 .90 -
6 2,871,876 2,613,407 .91"-
7 2,238,862 2,014,975 .90
8 2,547,463 2,292,716 .90
9 2,476,273 2,357,648 .87 -
10 2,590,823 2,357,648 .91 -
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TABLE 13

Contract Number 7 Award Fee Dat.a ,

AWARD FEE AWARD FEE PERCENTAGE .
IPERIOD P-OOL EARNED EARNED

1 1,240,627 589,844 .475
2 1,426,753 910,342 .638
3 1,749,991 1,161,001 .663
4 3,03"7,297 2,027,836 .667
5 2,573,994 1,6U7,416 .640
6 2,761,805 1,833,5.54 .665 .
7 3,672,910 2,674,916 .728
8 3,036,110 2,005,911 .667 "
9 4,693,145 3,887,576 8.2 8

10 5,342,630 3,153,12L .890
I11 2,6712,641 2,184,013 .817

12 1,955,420 1,480,196 .757 '
13 606,591 298,077 .491

1871
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TABLE 14 .

Contract Number 8 Award Fee Data -

ARARD FEE AWARD FEE PERCENTAGE '
PERIOD POOL EARNED EARNED -

1 2,737,110 1,721,095 .629 '
2 3,744,407 2,913,617 .778
3 3,363,408 2,793,339 .831
4 4,149,431 3,786,356 .913 .
5 2,986,236 2,812,661 .941 "

TABLE 15

Contract Number 9 Award Fee Data -

ANARD FEE AWARD FEE PERCENTAGE I
PERIOD POOL EARNED EARNED .

1 279,191 121,253 .434 "
2 600,614 260,847 .434
3 1,095,021 321,936 .294 I
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TIBLE 16 -

I Conltract Number 10 Award Fee Data

AWARD FEE AWARD FEE PERCENTAGE I 9
PERIOD POOL EARNED EARNED

1 299,038 4179,330 .636
2 1,112,506 794,647 .714 "
3 1,484,706 1, 153,670 .777 T 7

C ---- -----.- -_--

I TABLE 17

i Contract Number 11 Award Fee Data -

ARA R D F ES1 AWARD FEE PERCENTAGE
] PERIOD POOL EARNED EARNED
I . .

2 733,961 597,664 .76?

3 660,546 556,774 .3 3
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TABLE 18--

Contract Number 12 Award Fee Data I

AWARD FEE AWARD FEE PERCENTAGE "
PERIOD POOL EARNED EARNED

.. •

1 795,852 710,616 .893 "
2 5L46,669 516,985 .94•6 -
3 575,170 557,915 .970

I I

2. ____.____

-- I-

I ~TABLE 19

Contract Number 13 Award Fee Data "

AWARD FEE AWARD FEE PERCENTAGE I
P I P)22 IOD POOL EARNED EARINED -

1 -529,278 461,213 .871
2 !372,643 423,756 .740 -
3 764,297 615,030 .805
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I ~TABLE 20

Contract Number 14 Award Fee Data
I- I

I ARD FEE AWARD FEE PERCENT AGE
PERIOD POOL EARNED EARNED '

I 875,436 737,905 .843"I
2 555,357 435,568 .784
3 874,848 762,342 .871 -

l A[

I i
I -I

I TABLE 21

Contract liumber 15 Award Fee Data -

PE AWARD FEE AWARD FLE PERCENTAGE
] PE.IOD POOL E&NED EARN ED -.

I I
1 492-355 421,997 .857 .
2 537,297 412,966 .769 '

I 3 964,537 738,546 .766 -
II
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TABLE 22

Contract Number 16 Award Pee Data *-

AWARD FEE AWARD FEE PERCENTAGE
PERI OD POOL EARNED EARN ED"

1 748,427 656,370 .877 -
2 1,074,847 968,437 .900
3 1,48b,457 1,458,851 .981 .

TABLE 23

Contract Number 17 Award Fee Data

AWAFD FEE AWARD FEE PERCENTAGE -
PERIOD POOL EARNED EARNED .

1 708,388 564.585 .797
2 997,977 817,685 .820
3 1,311,929 1,139,864 .869 -
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TABLE 24

Contzact Number 18 Award Fee Data

AWARD FEE AWARD FEE PERCENTAGE
PERIOD POOL EARNED EARNED

1 306,351 258,254 .843
2 342,904 301,756 .830
3 1,216,539 712,527 .586
4 1,476,808 1,002,753 .680

I _1

I 1
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